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I. INTRODUCTION 
One of the most controversial problems in the 
development of accounting theory has been the treatment of 
depreciation on fixed assets. The current inflationary 
trend has emphasized the importance of depreciation policy 
as a factor in business operations and expansion and 
focused considerable attention on the replacement cost 
theory of depreciation. At the root of the problem is the 
base on which depreciation allowances are calculated. 
Depreciation allowances are generally based on cost, in 
conformity with the policy of the Bureau of Internal 
Revenue. The present postwar economy has brought forth 
considerable thought and discussion on the adequacy of that 
policy. Despite the lack of favorable tax legislation with 
regard to depreciation, many questions have been raised, 
many policies suggested, and many solutions offered. The 
most widely recommended solution to the problem is the 
policy of calculating depreciation charges on replacement 
cost rather than original cost, and it is with this policy 
that this analysis is primarily concerned. 
There have been many approaches to the problem--
accounting, economic, financial--with the ultimate purpose 
of providing statements of earnings and financial condition 
which would serve to maintain and preserve invested capital 
and more clearly reflect the results of business operations 
on the basis of present prices, values, and general economy. 
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Although the problem being studied here is one of accounting, 
it would be impossible to properly analyze it without con-
sidering other aspects of the problem from the broader point 
of view of business management. Although accountants are 
guided in their interpretations by certain principles and 
conventions, it cannot be denied that other considerations 
have an ultimate effect on accounting practice. With this 
thought in mind, accounting might be viewed by some as a 
means to an end, rather than an end in itself. At any rate, 
the problem is being approached from the broad point of view 
in order that the analysis might be presented in a fair and 
impartial manner. 
This thesis will be an effort to consolidate, 
analyze, and evaluate as much information as possible on 
the subject of replacement cost depreciation. Although it 
is not within the province of the writer to develop a solution 
to the depreciation problem, both sides of the replacement 
cost theory will be presented in a manner which, it 1s hoped, 
will lead 1n the direction of such a solution. 
The theories of authorities in the field will be 
presented, and an attempt will be made to consolidate the 
most current suggestions and ideas on the subject. In so 
far as possible, current practices in key industries with 
high fixed asset ratios will also be presented. The effect 
of various depreciation policies on capital, income, and 
financial statements will be analyzed. 
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It is hoped that this analysis will be a source of 
information and guidance on the subject of replacement coat 
depreciation and, as such, a contribution toward the solution 
of the depreciation prob1em in a manner consistent with 
sound accounting practice. 
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II. History and Background 
A study of the history of depreciation accounting 
sheds a great deal of light on the current controversy. The 
original concepts and development of the principles of. depre-
ciation accounting are used as arguments by both those in 
favor of and those opposed to the generally accepted practice 
of basing depreciation charges on original or historical cost . 
MacNeal associates accounting practice with economic 
and business growth and states that none of the early account-
ants were greatly concerned with the correctness of accounting 
principles as they are now understood. Up to the twentieth 
century they were primarily concerned with the development of 
bookkeeping technique and failed to completely mention such 
related subjects as the use and calculation of depreciation. 
He further states that the present depreciation theory and 
the Justification for the incongruous situations arising 
through the practice of accepting original cost of an asset 
as ita value assumes that the present owners are the only 
persons interested, ignoring all consideration of creditors 
and inactive stockholders.* 
Many writers on the subject, particularly those 
who defend the calculation of depreciation charges on original 
cost, lay great stress on accounting conventions as the 
authority and basis for their stand. Not all :writerst however, 
* 7, pp. ~7-6S. 
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agree to the same extent that convention is a sound and indis-
putable basis. George 0. May considerably modified his orig-
inal stand on replacement cost depreciation as set forth in 
his views on convention in "Financial Accounting." 
In this volume he states that a preliminary to real 
progress was the acceptance of accounting as utilitarian and 
based on conventions, some of which were necessarily of 
doubtful correspondence with fact. His acceptance of conven-
tion is qualified by other concepts as Will be shown by the 
following excerpts on the development of accounting: 
"Accounting conventions should be well conceived in 
relation to at least three things: (1) uses of accounting; 
(2) social and economic concepts of the time and place; (3) 
the modes of thought of the people. As economic and social 
concepts or modes of thought change, accounting concepts may 
have to change with them. 
"Conventions which are acceptable in a pioneer, 
free-enterprise economy may not be equally appropriate in a 
more mature, free-enterprise economy and may lose their 
validity in a controlled economy. Some existing accounting 
conventions seem to assume implicitly the existence of laissez-
faire and may require reconsideration as prices, interest rates 
and other vital elements become the subject of conscious 
Government control. 
11 The extent of legal influence in business affairs 
will affect the convention, and those developed in the 
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atmosphere of the common law will differ from those evolved 
under a civil code system. A people who think in terms of 
capital value and a people who think in terms of annual 
value will reach different conclusions on some points, as is 
evidenced by the American and British attitudes towards cap-
ital gains and losses in tax and account~lng. 
nThe most significant change or all is the shift 
of emphasis from balance sheet to income accounting, and par-
ticularly to income accounting as a guide to earned capital 
rather than as an indication of accretions to disposable 
income. 
~It is generally assumed that financial accounts 
must be in a continuous, related series, but it may be argued 
that there is no absolute compulsion tha.t they should be. 
The problem of continuity presents difficulty when a substan-
tial change of convention occurs. 
"The monetary unit is generall y assumed to be sub-
stantially constant in value, but at times this assumption 
of stability has to be abandoned, with the result that account-
ing conventions have to be modified. 
11 In the early days, conservatism was the cardinal 
virtue of accounting; now the greater emphasis is on consis-
t .ency. 
1 Times are changing and accounting conventions will 
change with them. 1* 
* g, pp. 2-9. 
The foregoing statements by a noted authority on 
a ccounting present a realistic approach to the background and 
development of accounting and, to say the least, express some 
doubt as to the practicability of "generally accepted prin-
ciples and conventions" under certain conditions. 
It 1s not intended here to outline the history or 
accounting nor to present a brief history but merely to point 
out the tact that historical background enters into the prob-
lem. It is contended by some that the root ot the problem 
lies in our unequivocal acceptance ot the principles, prac-
tices, and conventions which make up the history and back-
ground of accounting. It fa their belief that accounting, 
like Topsy, "Just grew up 11 ; and that bli nd and unyielding 
acceptance of such a hit-or-miss proposition is undesirable. 
Further discussion on this point will be made in a later 
section. 
At this point, it is believed that a brief summary 
of the replacement cost theory of depreciation accounting 
might be of value in better understanding the reasons behind 
and the arguments for and against the theory. 
Henry W. Sweeney has excellently sketched such a 
brief history in his volume on "Stabilized Acoounting, 11 and 
the following summary is interspersed with paraphrased sec-
tions from that volume, particularly w:t th reference to the 
appraisal approach and the underlying causes and effects. 
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"Valuation at replacement cost has usually been 
effected by means of independent appraisal. After World 
War I, such valuation began to grow rapidly. For the period 
from 1917 to the depression of 1929, a period of strongly 
rising construction costs, there were two main causes tor 
the increasing use of replacement cost. (1) The natural 
desire of business management to see the resources and net 
worth of their enterprise shown at higher amounts on the 
balance sheet. Such enhanced value made business seem more 
prosperous to everyone, especially bankers and stockholders. 
(2) The necessity of having plant and equipment appear at 
higher amounts in order to serve as adequate security for 
issuance of new bonds and stocks, especially mortgage bonds 
and preferred stock. 
"During 1930, 1931 and 1932, prices and revenue 
continued to fall faster and faster. Thereupon high original 
coats of prior periods of prosperity and high replacement 
costs at which many plants had been rev~lued began to appear 
quite out of proportion in comparison with other figures in 
the accounts. Depreciation charges based on such high 
original costs and revaluations were found to be increas-
ingly heavy for dwindling revenues. Such charges were decid-
edly heavier than depreciation charges that competitors with 
new plants constructed at lower prices of the depression 
years were having to bear. The result was a large amount of 
10 
downward revaluation of plants--and in many cases the appear-
ance of net profits instead of ne t losses. 
"This state of affairs continued until about Spring 
of 1933. By that time construction costs had begun to turn 
upward again, due to the prospect of inflation and to the 
revival of business confidence. The NRA gave impetus to a 
rise in prices. As a result, revaluations made from the 
middle of 1933 to the Spring of 1936, probably much fewer 
than before 1930, were again due to the des.ire of business 
men to see their assets and net worth expressed at higher 
amounts than they would otherwise be. 
The attitude of accountants toward the revaluation 
of fixed assets has been different from that of business 
executiv·es and quite mixed. The great major! ty of account-
ants always favored orginal cost, even when higher current 
costs made lower costs of earlier days seem more like ancient 
history than facts of current significance. The controversy 
over replacement cost and depreciation based on replacement 
cost raged intermittently until the depression of' 1929 began. 
Then it died away as the importance of it diminished with 
the fall in equipment and plant replacement costs. With the 
advent of World War II, attention was again centered on the 
controversy. The post-war period of rising prices and the 
current inflationary trend have broadened the controversy and 
brought many demands for changes in depreciation accounting. 
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Although little can be expected in the way of such changes 
.until the accounting profession as a whole endorses such a 
course, the problem continues today and shall continue to 
grow more acute until we reach a leveling off plateau in the 
inflationary spiral or until some workable solution is 
offered and accepted by both business management and account-
ing profession as a whole. 
"Valuation on the basis of the cost of replacement 
and the computation of depreciation on that basis received 
strong support in Germany and other European countries 
during the closing years of inflationary periods in those 
countr1es. There also, much depreciation procedure was 
looked upon as a means of keeping intact the physical, 
materi,al capital that the asset represented. 
RWhatever the outcome, the controversy, by its 
probing into accounting theory, will leave a definite con-
tribution to accounting literature and practice."* 
* 12, pp • 4-5-50. 
III. PRINCIPLES AND THEORIES 
Replacement cost depreciation is nothing new. It 
has been proposed and advocated for many years. The prin-
cipal objection to the theory is that it violates and is not 
in conformity with generally accepted accounting principles. 
The most common reply to this objection is that principles 
had their beginnings in customs and conventions which ade-
quately served their purpose at the time, but that times 
change, and certain principles may no longer adequately 
serve their purpose unless they change with the times. 
This section will be devoted to the various in-
terpretations of accounting principles and theories as they 
apply to the replacement cost problem. 
It might be well first to review the attitude of 
the American Institute of Accountants, inasmuch as the 
opinions of that body generally reflect the views of the 
accounting profession as a whole. In its Accounting Research 
Bulletin No. 5, April, 1940, the Committee on Accounting 
Procedure, while upholding the principle of depreciation 
on original cost, recognizes the legitimacy of occasional 
exceptions in such a manner as to lend some credence to 
the replacement cost principle. Reference is made at this 
point to the review of Bulletin No. 33, December, 1947, in 
a later section of this thesis for an interesting comparison 
on the Committee's attitude at that time in the light or 
recent economic developments. 
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Excerpts from Bulletin No, 5, Depreciation on 
Appreciation, are presented below as fairly representative 
of the opinion of the majority of the accounting profession 
at the time. 
"Accounting for fixed assets should normally be 
based on cost, and any attempt to make property accounts in 
general reflect current values is both impracticable and 
inexpedient. Appreciation normally should not be reflected 
on the books of accounting of corporations. 
"The committee is of the opinion that when such 
appreciation has been entered in the books, income should 
be charged with depreciation computed on the new and higher 
values. 
"It is recognized that in the past the contrary 
view has been held in the profession and in other author-
itative quarters, and in some cases it may be unreasonable 
to require a corporation to change a treatment adopted in 
good faith -in the past. The Committee believes, however, 
that a change to conform to the views now expressed is very 
desirable, and that members of the Institute should exercise 
their influence to the utmost to bring about such changes. 
11Manifestly, there is no objection to showing 
estimated present values, nor to the computation of depre-
ciation on that basis, for internal administrative purposes. 
"It must be recognized that in many cases appre-
ciation has already been recorded on the books; it seems 
14 
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desirable, if practicable, to develop a standard procedure in 
such oases. In addition, instances occasionally arise in which 
appreciation is relatively so large and so well assured that 
it may be permissi.ble from an accounting standpoint and desir-
able upon more general grounds, to record it in the books. 
11 Some of those who :f'eel it to be permissible or even 
necessary to charge operations with depreciation based on the 
higher appraisal value would nevertheless like to have the 
final earned surplus reflect depreciation on original cost. 
These results might be attained by (1) Charging operations 
with depreciation based on the revised book figure; (2) Carry-
ing to earned surplus as a separate credit the excess of the 
depreciation charged to operations over depreciation based on 
cost, with a corresponding charge to the revaluation credit 
account. 
"Appreciation figures usually have no recognition 
for income tax purposes. However, there are exceptions, such 
as the 3/1#13 valuation adopted as a starting point. Some 
state statutes recognize unrealized appreciation as a basis 
for asset valuation and for other purposes. Regulatory com-
missions tend to favor cost as the basis of property account-
ing, but for other purposes consideration has frequently been 
given to appraisals. The attitude of the Securities and 
Exchange Commission on the question is not yet fully devel-
oped. The Committee is not yet prepared to adopt any of the 
' foregoing to the exclusion of the others.d* 
* 15, pp. 37-42. 
The Committee's view on the showing of estimated 
present values for internal administrative purposes would 
seem to indicate their acknowledgement of the desirability 
of replacement cost figures from the point of view of busi-
ness management. Their admission that the recording of 
appreciation is practicable in exceptional instances might 
be construed as some basis for maintaining that the present 
economic situation represents an exceptional period in the 
history of many business firms and indicates a trend which 
requires drastic changes in depreciation accounting. The 
statement that the Committee is not yet prepared to adopt 
any policy to the exclusion of others leaves a reasonable 
doubt as to the most desirable treatment of the problem. 
Considerable difficulty stems from the interpre-
tation of the term 11 Depreciation"--what it means, what it 
includes, what it should provide for. 
"Some accountants, considering depreciation from 
a cost standpoint, say that depreciation is something simi-
lar to imputed coat. The American Accounting Association 
suggests that if an error was made in estimating the future 
life of a fixed asset, the asset may be reinstated and that 
the correction should be reflected in revised profit and loss 
statements for the prior periods. Others have seen no neces-
sity for such reinstatement but rather have suggested that 
the depreciation be continued for additional years. 
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"Under the replacement theory of depreciation, con-
version of asset values into deductions from income is a mat-
ter of cost distribution, regardless of the accounting rela-
tionship between the amortization of an existing asset and its 
ultimat e replacement."* 
"The establishment of the modern theory of depreci-
ation in the field of private industry is a purely accounting 
development. Depreciation, as applied to fixed property, is 
now used to describe broadly the cost or expense due to all 
the factors which cause the ultimate retirement of property 
in so far as that cost is not included in current maintenance. 
Annual depreciation charges are an amortization of cost over 
useful life; they are not an attempt to measure a change in 
value; they have nothing to do with replacement."** 
"The interpretation of depreciation is often made 
solely on the basis of its purpose. Depreciation is treated 
as directed at three different purposes: (2) asset replace-
ment (b) capital valuation (c) cost allocation and income 
determination. In business practice the depreciation policy 
of most firms would often be found t o combine all three of 
these objectives. The accountants struggle herocially to 
comply with the wishes of those who hire them, although 
agreed among themselves that depreciation should be related 
* 4, pp. 321-34S. 
** g, p. llg. 
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to the original cost of the assets, and that the proper 
determination of income requires that these costs be charged 
to operations. Business men know that they seldom replace 
an asset with one identical in design or coat and, con-
sciously or subconsciously, modify depreciation at coat with 
apprehension over obsolescence. Business men also know that 
the capital structure is their charge, that it must be sup-
ported by capital values, and that asset values must be kept 
intact by reserved earllinga. Thus neither replacement, nor 
original cost, nor income determination can be ignored as 
aspects of depreciation policy; nor should any one be empha-
sized at the expense of neglecting the others."* The defi-
nition of depreciation, therefore, even when considering 
one interpretation, is considerably different in the eyes of 
different groups of people. One writer believes that depre-
ciation, as a production cost, should be determined in the 
light of a social policy.** 
At the root of the problem is the base upon which 
depreciation charges are computed, and here we have the con-
flicting basic theories .,of original oost and replacement cost 
depreciation and also various theories on cost. "Accountants 
who are not too greatly influenced by economic theory ordi-
narily consider the original value of an asset and its cost 
as synonymous. The problem in this oase is not so much one 
* 13, p. 4so. 
**11, p. 15. 
of init i al cost, but rather one of subsequent changes 1n value 
which materially alter 1n1tial cost. Over the long term, 
proprietorship can gain no advantages from valuing assets 
initially at any figure other than actual cost. This 1s so 
well recognized that practically all accounting authorities 
express their preference for cost valuation.d* 
Accountants generally take the position that for 
manufacturing and other competitive business the basis for 
depreciation should be cost or adjusted cost. 
"Historical cost has the dual advantages of conven-
ience and definiteness. Adherence to this basis, however, 
has not resulted primarily from its intrinsic merit. The 
difficulties and uncertainty encountered in determining 
value have probably been the dominant consideration. 
11It has long been recogni zed that cost is com-
pletely satisfactory as a basis tor depreciation, only when 
the price level is constant or shows minor changes. When 
an inflationary s ituation develops, rigid adherence to cost 
may mean the gradual disappearance of real capital. If 
there is no change in depreciation policy or other measures 
are not taken, business operations may be handicapped by the 
disparity between amounts recovered through depreciation 
processes and the increased cost ot capital rep~acement. 1** 
* 4, p. 293 -
** 5, P• 4. 
19 
A middle-of-the-road view is expressed by Leland 
Thomas, recognizing some merit in both cost approaches. 
11 Wh1le on one hand accountants will probably continue to 
express disapproval of original cost as a general accounting 
principle, this need not lead to the opposite extreme of an 
undue emphasis upon reflecting values in accounts. There 
will be more explicit insistence on the costs of the account-
ing company, including the recording of any well-authenticated 
enhancement in value.M* 
The selection of a correct base is a problem of 
utmost importance, because together with the rate it deter-
mines the amount of the periodic cha~ge. But more than 
determining the periodic charge, the selection of the base 
also affects other factors; and it is difficult to consider 
the correctness of the base merely because of conformity 
with generally accepted accounting principles without con-
sidering the effects of such selection on the current 
accounting problems of a particular business. It is true 
that principles and practices must be generally accepted and 
almost universally applied to avoid confusion and to accur-
ately reflect comparative values. But the acceptance of a 
principle for the above reasons does not necessarily mean 
that it is the best solution to a problem and certainly 
* 6, p. li.J.. 
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should not end the search tor a better solution. Thus, the 
depreciation base, under present economic conditions, pre-
sents numerous problems because of its effects on coat, prices, 
and other factors which have grown in importance as a result 
ot the current inflationary trend. 
"For private industries the base should ordinarily 
be the coat of the asset in question, because it is desired 
to secure the return of the investment during the useful 
life of the asset. There may, of course, be exceptions to 
this rule; and accountants are by no means agreed that the 
depreciation rate, in times of rising prices, may not be 
based on replacement coat instead of original cost. The 
depreciation base in manufacturing industries has a direct 
bearing upon price-making and competition, so that its 
selection must be made with a view to the effect which it 
will have on cost. 1* 
Consideration of the depreciation base brings up 
the question of original cost or replacement cost with 
emphasis on the cost concept of accounting. Here again we 
have various interpretations of this concept. As with other 
phases of accounting, accountants and management express 
I 
differ~e. n t: points of view on the subject. 11 The relationship 
between depreciation and replacement is not recognized from 
* 10, p. 56. 
a strictly accounting point of view, which holds that the 
purpose of depreciation is merely to account tor the cost 
of depreciable ass~ts. Depreciation accounting should take 
the same form when there is no intention to replace. It is 
the accounting for a past e~erience, not a provision tor a 
future one. The relationship between depreciation and replace-
ment is purely coincidental--most assets are replaced at the 
time of retirement. 
"Budget and other financial officials have a dif-
ferent view. Earned dep rec.1a ti on is a means of financing 
· replacement. Businesses are going concerns. The main inter-
est in historical data is in gauging future costs, which are 
the key to product i ve stability. Acoounting is primarily an 
instrument of control."* 
Regardless of any other considerations, accountants 
and others generally agree on the value of historic data in 
accounting. Historical cost as a base of computing deprecia-
tion has been attacked from many angles, but its many advan-
tages are difficult to overcome. This point is strongly 
emphasized by George 0. May 1n "Financial Accounting." 
11 An essential postulate .of accounting is that it 
shall be regarded as a continuous process. For current 
accounting purposes, deprecia~on must be based on cost. 
The life of an enterprise is continuous, and gains and losses, 
successes and failures of one period are in a large measure 
* 5, p. 11. 
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the result of acts, omissions, and events of the past, and 
results achieved cannot be appraised as successes or fail-
ures without regard to the future. The historical character 
of accounting cannot be too strongly emphasized; and attempts 
to divorce the present from the past in one respect, even 
where it may be practicable--as by substituting a value for 
cost--are often objectionable because they are at best partial 
adJustments and because they tend to obscure the true nature 
of accounting."* 
11 The general establishment of deprecia.t1on ·,account-
ing (using that t erm in the modern sense as meaning the 
amortization of oos t or other in1 t 1.al base value) had been 
in private industry a natural development closely related to 
essential accounting concepts. It recognized the major 
importance of income accounting and the historical cost con-
cept that underlies modern accounting. It also accepted 
the po s tulates of continuity in accounting and of reasonable 
stability in the monetary unit."** 
The current period of rising prices brought many 
attempts to adhere to the historical cost concept while at 
the same time providing in some way tor increased depreciation 
charges. Many accountants who refused to abandon histor-
ical costa felt that the inflationary situation was so 
serious as to warrant a compromise procedure. 
* 8, p. 49. 
** 8, p. 130. 
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"Accountants who favored valuation on the basis or 
replacement ~st when prices were rising did so, less because 
they were influenced by reasons that made the current cost of 
replacement attractive to business managements, than because 
t ·hey wanted to see depreciation charges higher. They aaw 
that depreciable plant and machinery could not be replaced 
upon re·aching the ends of their useful lives it. depreciation 
continu.ed to be based on simply original cost when costs of 
new plant and machinery were rising. They declared that 
' fixed assets should be revalued on the basis of replacement 
cost at the end of each period and depreciation should be 
taken dn that cost. These accountants denounced the clever 
compromise procedure that had been devised by their conserva-
tive comrades. This procedure yielded to the desire of busi-
ness management for replacement cost valuation, and yet did 
not violate the sanctity of original cost on the books. It 
consis~ed (1) in increasing the balance in the fixed asset 
account and the balance in the depreciation reserve to their 
new replacement-cost amounts. The difference, net apprecia-
tion, was credited to an account for unrealized appreciation. 
Therearter depreciation on simply the original cost was 
' 
charged off as an expense, just as before, but depreciation 
on gross enhancement in asset value was charged against the 
appreciation. In this way, orthodox accounting, reluctant 
24 
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to let its convenient, historical-cost entries be made more 
compl1c,ted, and natu:JZally reluctant to let its book figures 
differ from figures on its tax returns, had admitted the 
unwelcome intruder, but had rendered it largely impotent."* 
The greatest amount of disagreement over replace-
ment cost depreciation is the result of disagreement over 
the basic priciples of accounting as they affect provisions 
for depreciation. Even some of those authorities strongly 
against , replacement cost depreciation admit to grave dis-
parities in financial statements and actual economic values, 
especially today, when depreciation is based on original or 
historical cost. But so firm is their conviction in the 
soundness of and necessity for original coat, that they 
stick t 'o original coat basically, with perhaps some alight 
qual1fi ,cat1ons or modifications. 51 tuat1ons such as these 
1nd1cat'e the need for at least a thorough study and a great 
deal of research on the problem. 
It 1s pointed out at this time that accounting as 
we know it today is the result of many years of growth--
years of trial and error, practice and experience. The 
development of the principles and practices of accounting 
closely paralleled the growth of our economic, financial, 
and industrial institutions. Depreciation was no problem 
* 12, p. 4-5. 
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in the old days of i ndividual enterprise and before the 
advent or Federal and State income tax laws. In the busi-. 
ness ·world or today, the corporate form of organization, 
enormous capital investments, and increasing Government 
regulation and control present entirely different problems 
with respect to depreciation. Depreciation is now a factor 
ot vital importance to many business firms and, indirectly, 
to the public as a whole. It is only natural, with this 
in mind, to admit that there might exist some need for 
re-examining our principles. 
This point of view is expressed by such an eminent 
authority as George o. May, who quotes from a statement by 
26 
the American Institute of Accountants. 'Accounting principles 
are founded on consideration of utility and are subject to 
modification as criteria of usefulness change."* 
Inasmuch as consideration of the principles of 
accounting is basic to the solution of any accounting prob-
lem, considerable attention is being devoted to this aspect 
of replacement cost depreciation in this section. Later 
sections will be devoted to other considerations. The 
expressions of men figuring prominently in the controversy 
will be presented here. Such expressions are set forth in 
books, pamphlets, and periodicals; but because of the current 
interest in the problem, primarily through the medium of 
* g I P• 38. 
articles in official bull etins and publications of profes-
sional organizations. It is felt that these statements 
should be given here substantially as written in order to 
more clearly, accurately , and impartially reflect the atti-
tudes, ideas, and solutions offered by both those in sup-
port of and those opposed to replacement cost depreciation. 
The statements below are paraphrasings and summaries of 
statements by various accountants as indicated by footnotes, 
which it is believed adequately reflect all points of view 
of the accounting profession on replacement cost depreciation. 
The controversial nature of the problem is indicated by the 
wide differences of opinion which are expressed. 
"Conservatism is still the first virtue of account-
ing. I am unable to agree with those who would bar it from 
the boo'ka of accounts, and statements prepared therefrom and 
would relegate it to footnotes. 
11 Consiate,ncy is the second great virtue of account-
ing. However, accounting, like common law, should have 
elements of flexibility and adaptability as well as of 
stability. Therefore, there can be no absolute rule of 
consistency, but only a general admonition that consistency 
should normally be maintained, and a rule that any signifi-
cant departure therefrom and ita effects should be adequately 
disclosed. 
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"It is a practical teat of the utility or signifi-
cance o.f an accounting rule to consider the effect of its 
application if the accounting period were materially shor-
tened or lengthened. 
"Accounting practices must be considered in rela-
tion to the purposes and principles or conventions which 
were deemed to be controlling when they were being followed. 
When there is a change in controlling conventions and some 
adjustments become necessary, these adjustments should be 
made upon the basis that a new viewpoint has been adopted--
not that errors have been made in the past and are being 
corrected. 11* 
The realistic and common sense approach expressed 
by May in the preceding paragraph would greatly aid in 
resolving the replacement cost problem if taken by those 
endeavoring to resolve it. 
Kimmel, in a fairly recent volume on depreciation 
policy, finds many deficiencies in the use of historical 
cost depreciation, but likewise finds many disadvantages 
to replacement coat depreciation. 
"There are two alternatives to the use of cost or 
adjusted coat: 
111. The basis for depreciation be changed from 
historical cost to replacement coat. 
* ~, p. 4-4-. 
"2. Fixed assets be revalued, the new valuation 
be used thereafter as the basis for depreciation. 
"Replacement cost is the going concern theory and 
derives its principal support from the engineering profes-
sion, especially those in appraisal and valuation work. 
The charge for depreciation should be large enough to main-
tain real capital. When the monetary unit depreciates, 
recovery of cost in terms of that unit will not maintain 
productive power. Depreciation is a price-making factor, 
an element of the cost of production. 
"Objections and disadvantages of replacement cost: 
n1. The assets to which the depreciation account 
relate are not always replaced. 
"2. Fixed assets replaced by identical assets only 
in a small percentage of cases, so 'replacement' is a 
misnomer. 
"3· Constantly changing prices may be of more 
importance than the fact that they will be higher in prewar 
years. 
"From the long-run, the price level may be higher 
or lower at the time of replacement. Even lf lt ls admitted 
that the postwa~ average is higher than the prewar level, the 
problem of disparity between depreciation allowances and 
replacement cost is only partly sol ved. 
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11 4. Depreciation on replacement co at is virtually 
impossible to administer. 
11 Replacement cost presupposes the use of a shifting 
basis, which may be lese satisfactory than the continued use 
of historical cost. 
11 The disadvantages of replacement cost seem to out-
weigh the advantages. Historical cost should not be aban-
doned. Other soluti ons should be found."* 
William A/ Paton, in a aeries of lectures, sets 
forth some general observations and recommendations in the 
light of recent and prospective developments in accounting 
theory. 
11 Wi th respect to plant costs, the period of resi-
dence in the enterprise is a matter of years, and in that time 
it is more than likely that the change in costs of construc-
tion and other prices will be sufficient to create a marked 
disparity between the recorded charges and the corresponding 
costs prevailing in any past period. In view of this situa-
tion, it is not surprising that the interest in the valuation 
problem of accounting persists, notwithstanding the shift in 
emphasis from balance sheets to income statements. There is 
a continuing feeling of dissatisfaction with the operating 
statements based upon unadjusted book coats incurred in prior 
years. Such costs, many seem to feel, are not adequate as a 
* 5, pp. 4-3-47. 
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basis for considering changes in selling prices or for making 
comparisons between perio~s and between different plants and 
departments. 
11Among suggestions and recommendations, two main 
propositions stand out. First, there is the proposal that 
recorded costs be regularly converted into a common denom-
inator of current dollars as a basis for depreciation 
charges--H. W. Sweeney, Stabilized Accounting. The idea is 
to accept cost as a measure of charges to operations, with 
cost defined in terms of purchasing power rather than orig-
inal dollars. 
''Second, the recommendation of appraisers that 
current replacement cost be substi tute.d for recorded cost 
in the determination of periodic charges. 
"From the standpoint of managers and owners inter-
ested in applying truly significant costs to revenues in the 
measure of operating performance, lt seems fair to conclude 
that the replacement cost approach is somewhat more useful 
than the purchasing power approach to plant valuation. 
MAcoountants are not compelled to accept valuation 
as part of the regular framework of income accounting. 
First, replacement cost is of marked significance only in the 
case of standard, up-to-date facilities. Second, the effect 
upon operating charges of the substitution of replacement 
costa is seldom decisive. Third, the price of production 
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seldom reflects changes in the price of component cost fac-
tors immediately and precisely. Accounting for income can-
not be shifted completely to replacement cost basis without 
coming into conflict with the legal point of view. 
11Alternat1ves--(l) Appraisal viewed as a quasi-
reorganization with a fresh start. (2) Treat the results of 
data as useful supplementary data and at the same time pre-
serve the framework of income accounting on a recorded cost 
basis. 11* 
Paton's view on the subject are typical of those 
of many other accountants. He would preserve historical 
cost with minor qualifications while at the same time 
admitting the desirability or even necessity of some other 
basis such as replacement cost in order to adequately reflect 
the results of operations. 
Schultz, in writing on depreciation problems of 
American railroads, approaches the problem from the point of 
view of public utilities. However, his ideas on depreciation 
as a factor in the cost of production rather than primarily 
as a rate-base factor are pertinent to the problem. 
"We may consider depreciation dynamically or 
statically, and it is there that interpretations diverge 
sharply. If we view it dynamically, we may consider the 
forces bringing about depreciation as being in constant 
.. 9, p. 16. 
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operation. If we view it statically, we may consider the 
progress of wastage as being susceptible to constant check-
ing and interruption and even to recovery. 
"Being a charge to expense acknowledges deprecia-
tion as one component of the cost of production. The build-
ing of a reserve through that account has for its chief pur-
pose the return, through revenue, of the cost of assets dur-
ing their useful lives. Whether that cost shall represent 
original cost or replacement cost ought to be determined in 
the light of social policy reflected in the return on capital 
or by proper regulatory pronouncement, either statutory or 
judicial. Accounting practice generally follows the original 
cost basis in charging depreciation. This was shown by 
Justice Brandeis in a dissenting opinion in United Railways 
and Electric Co. of Baltimore vs. West (200 US 23~ (1929)), 
in which he gave supporting references from manufacturers, 
trade and industrial associations, federal, state, and muni-
cipal tax departments, utility commissions, and others. 
Replacement cost has been advocated by railroads and util-
ities generally, their view being that it is property which 
is being replaced rather than a stated monetary fund. 
"Which cost to use is one bone of contention in 
the depreciation controversy. The determination of service 
life furnishes the second bone of contention. Depreciation 
for accounting and depreciation for valuation is the third 
bone of contention in the depreciation controversy. 
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MThe engineer endeavors to maintain the value or 
plant as a productive enterprise. He stresses maintenance. 
The accountant endeavors to establish a measure of cost for 
each item of production and equalize over a series of 
accounting periods the loss of valuation, thereby freeing 
the capital account from the danger of impairment. He 
stresses depreciation accounting. We are concerned with 
the maintenance of productivity of particular units in both 
cases, and maintenance and depreciation are interwoven. 
"In view of the fact that the productivity ot much 
of the railroad plant, represented in obsolete equipment, 
terminals, and road facilities has sharply declined, there 
are sufficient grounds tor believing that we must look upon 
our corporate surpluses as in reality depreciation reserves 
and consider that a general free surplus is well-nigh 
non-existent . 
nThe insistence of proper accounting procedure is 
in complete harmony with the increasing social control of 
business which is becoming a prime necessity for the con-
tinuance of orderly social and economic processes in the 
midst of increasingly complex so cial relationships. 11* 
Depreciation, as seen by Schultz, is more than an 
accounting problem and must be considered in relation to our 
social and economic well-being. This broad point of view 
* 11, pp .. 10-92. 
is interesting in its implications and provokes a good deal 
of thought about unchanging attitudes and ideas in a rapidly 
changing economy. 
Taylor objects to replacement cost depreciation as 
a financial policy on the grounds that the problem is one for 
future planning and financing and not present accounting. 
"It is the primary duty of management to maintain the 
capital in its custody. Assets must be so valued that when 
fully depreciated the depreciation reserve policy will assure 
the availability of fUnds for the replacement of the physical 
unit. The asset must therefore be valued at its reproduction 
or replacement cost, necessarily a forecast of costs at the 
beginning of the period during whi ch depreciation ie to be 
taken. The theory has its flaws. Since physical assets 
depreciate, whether they are to be replaced or not, the prin-
ciple cannot be applied too literally, or depreciation could 
be held to be nonexistent if a particular asset were not, in 
t he normal course of operations, to be replaced when it wore 
out. The implication is unjustified that the reserve auto-
matically provides funds for replacement; the occasion for 
replacement usually requires that other means of financing 
be taken. This technique runs into serious difficulty 
because of the necessity of assuming the replacement cost, 
an assumption which must be made at the beginning of the 
period concerning a value that will not be actually known 
until the end of the period. If replacement cost rises, the 
annual depreciation charge is increased, net income will be 
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reduced, all because the valu.e of the firm' a assets has 
increased. An alternative technique, of which conservative 
accounting would not approve, would be to appreciate the 
assets when replacement value rose, setting up an 'Apprecia-
tion Reserve.' But if the additional depreciation were 
charged. to the Appreciation Reserve, which would be logical 
accounting, the firm's income is not reduced, extra earnings 
are not set aside, and part of the Depreciation Reserve is 
obtained merely by taking unrealized depreciation. If the 
firm did not distinguish, as many do not, between the 
Appreciation Surplus and Earned Surplu s , the appreciation 
surplus might be declared as dividends before it was depre-
ciated, amounting to a dividend paid from capital. This 
might be regained by charging depreciation to income during 
the remainder of the period, but the damage to the firm's 
financial condition might already have been done. 
"Those supporting the replacement cost theory argue 
that depreciation must provide for the cost of r~acing the 
assets if prices are to be correctly determined. Prices 
should bear their share of the higher costs of assets to be 
acquired later. Students of economics will recognize the 
fallacy in this argument. The individual firm, unless a 
monopoly, cannot base its prices upon its costs. A future 
generation of consumers cannot be subsidized by a present 
generation of consumers. Replacement costs lie in the future, 
and are a problem for future financing, not present account-
ing. From the viewpoint of internal control of the business, 
replacement accounting is more likely to confuse than aid 
management. Reappraisal would have to continuous and 
the rate of deprecia.tion constantly adjusted. Replacement 
costs may not conform to the general price level. The aim 
is to preserve the ~'alue and relative purchasing power of 
real capital, but such value is difficult to measure."* 
Taylor's objections to replacement cost do not take 
into account the "going concern theory" of accounting when it 
is assumed that assets will not or may not be replaced. It 
is inevitable that assets must be replaced in a going concern 
and it seems trivial to hold that they may not be replaced 
exactly in kind, precisely at the time of retirement, or for 
the exact amount estimated. It can be shown as a well-
established fact that replacement costs will be considerably 
higher than original costs and that serious financial dif-
ficulties may result. The statement that the reserve does 
not provide funds for replacement and that replacement 
usually requires other means of financing is open to argu-
ment. The depreciation charges to the reserve provide for 
tax-free appropriations of income. If income cannot be 
increased through the medium of additional tax-exempt 
*13, pp. ~81-482. 
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depreciation charges to offset current high replacement 
costs, there eventually may be no "other means" of financ-
ing replacements. Taylor over-emphasizes the difficulties 
of determining replacement costs, reappraising assets, and 
readjusting depreciation chargee. F'inally, management as a 
whole would not agree with his theory that prices cannot be 
based upon costs and that replacement accounting would con-
fuse rather than aid management. This tact has already been 
demonstrated by some leading firms in industry. 
C. A. Ashley, in an article in Accounting Review, 
similarly ignores the effect of depreciation charges on the 
cost of production and the effect of replacement costs on 
capital, prices, and financial statements. 
"Depreciation and obsolescence are sometimes treated 
as separate problems . If it is no longer wise to use an 
asset because new methods produce greater profits, then that 
asset has only a scrap value. 
"The size of the remaining book value should affect 
neither the business policy nor the accounting treatment."* 
William H. Bell in Accounting Review endorses 
original cost but with qualifications and admissions of 
exceptions to the general rule. 
11 The negative side of replacement depreciation is 
endorsed, but conditionally. As a general rule, the best 
* 1.6, p. 29e. 
policy is the cost basis of accounting for property;, In a 
situation where there is good reason to write up property 
from cost to a higher value, the property should be depre-
ciated on the higher valuation. The entire provision for 
depreciation should be considered as an operating expense . 
"Under such a procedure, there is the necessity to 
adjust book value rrom time to time to accord with the 
flu c tuating price level. The Committee on Accounting Proced-
ure of the American Institute of Accountants has this in 
mind in Bulletin No. 33 that 'an attempt to recognize current 
prices in providing depreciation, to be consistent, would 
require the serious step of formally recording appraised 
current values for all property, and continuous and consis-
tent depreciation charges based on the new values.' 
"Replacement cost is not an extension of the LIFO 
principle--LIFO is one method of allocating actual costs of 
the purchase of goods to specific consumption or delivery. 
••Earnings should be computed and reported on cold, 
realistic , cost basis and additional amounts for replacement 
retained from earnings. 11* 
Bell's statement that replacement cost is not an 
extension of the LIFO principle is not in agreement with that 
of others, who are of the opinion that the principle and pur-
pose are the same, although technically the practice is not. 
* 17, p. 126. 
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James L. Dohr offers some solutions to the depre-
ciation problem, criticizing the failure of accountants to 
depart from the cost basis, but objecting to replacement cost 
as the best solution to the problem. 
11 While accountants have long realized that their 
basic s,tandard of measure, the dollar, is a varying one, 
they have, with one conspicuous exception, declined to 
recognize, as generally accepted accounting procedure, 
departure from cost because of changes in the purchasing 
power of money. As a result, accounting may be said to deal 
in terms of 'monetary' gains and losses without recognizing 
improvement or impairment in 'economic position' resulting 
from changes in the price level. 
"Dealing with the depreciation problem as one of 
providing · additional capital, it has been urged that it can 
be taken care of by appropriations of income . This procedure 
is proper and the part of wisdom where additional capital is 
required in an economic sense. The difficulty is that the 
price problem involves additional capital only in the mone-
tary sense. 
4o 
''Of further significance 1s the fact that the matter 
can be handled by supplementary data indicating the effects 
of price changes. This method might suffice ln the early 
stages of inflation. It is open to the objection that there 
comes a time when supplementary data lead to conditions so 
different that they impeach the integrity of the company's 
financial statements. 
"Another approach has been the persistent suggestion 
that depreciation charges should be based on replacement cost. 
This approach is unfortunate because replacement cost is 
usually speculative, because it can not be objectively veri-
fied, because replacement is frequently not in kind, and most 
important, because it fails to distinguish between higher 
replacement costs due to price changes and those due to other 
causes. In addition, any attempt to establish replacement 
as a function of depreciation only serves to obscure the 
importance of the cost recovery function. 
''The best chance of a workable solution of the 
problem seems to be in a process of adjusting for changes in 
the price level by means of carefully constructed indices 
of price changes in the areas in which an economic position; 
in terms of things, is to be maintaineda The success of the 
method will depend upon its general application throughout 
the business world."* 
A practicing accountant presents a more realistic 
approach to the problem and a suggested program for solution 
which is no doubt based on actual contact and experience 
with the problem as it affects business and accounting today, 
in the light of present-day conditions . 
... l~, p. 115. 
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"At the present stage of development, provision for 
plant exhaustion on the current price level should not be 
mandatory accounting practice. The practice should be con-
sidered worthy of inclusion in the realm of acceptability, 
providing estimates are objectively determined and methods 
consistently followed. The principles involved are no dif-
ferent than LIFO and base stock inventory methods which have 
been approved as accepted accounting practice. 
••suggested program for accounting for fixed assets: 
"1. Reinstate in accounts, or in notes, all costs 
of unlimited te rm i ntangibles , if the current value is at 
least equal to cost. In this way information is given as to 
the approximate capital invested in the enterprise. 
"2. The gross amount of tangible fixed asset 
accounts should be brought into line with actual cost of 
assets on hand and in use. 
11 3. Where the depreciation reserve is materially 
out of line with the reasonable requirement in relation to 
age and life of property, make adjustments to the reserve by 
charging or crediting surplus. 
"~. Make regular provisions for the amortization 
of depreciable tangible fixed assets covering historical 
coats and the excess of current dollar costs over historical 
cost. The two elements should be shown separately in the 
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income ~t~tement. The second element should be credited to 
11 capi tal re s erve for increase in replacement costs." 
''5· Study condi tiona of de_preciable property every 
five years in order to revise annual depreciation in the 
light of current estimates of the remaining useful life. 
M6. If the business is subject to variati9n in 
volume of business, consider the advantages of adopting the 
production method of amortization. 11* 
Others may not agree with the above program 
because of disagreement over accounting principles, but it 
does offer a workable and realistic solution based on current 
conditions and pri ce levels. 
The following statement by Mr. Gree-r defends 
original cost but considers the problem as a more or less 
social one with the correct solution in education of the 
public. The admission of faulty allocation and pressure on 
business seem to indicate that the historical cost which is 
defended may not be proper at the present time. 
"No single set of figures--prepared on any basis--
can po.sslbly record all varying measures of past resul te 
and current position which can be applied by the economist, 
engineer, statistician, or credit man. Almost every aspect 
of accounting permits of alternative bases of measurement. 
One method must be followed to avoid confusion. 
* 21, p. 3-
"The function of depreciation is to assess against 
income, over a period of time, actual initial cost of the 
fixed assets employed. The allocation is sometimes faulty--
the objective is clear. 
"Business men would like statements constituting 
both a measurement and favorable interpretation of their 
economic attitudes. _ The pressure on business for lower 
prices, higher wages, and higher taxes because profits look 
high causes them to find fault with accounting. 
44 
11 The correct solution lies in eduoat1on of the pub-
lic in the problems of business economics and the way in which 
it is affected by fluctuations in money value. This requires 
not a revision of accounting statements but exposition of 
their significance."* 
This st~tement, while admitting to many aspects of 
accounting, considers accounting· as entirely divorced from 
the economist, the engineer, the credit man, and most of all, 
the business man. Accounting must be considered as a means 
to an end, not an end in itself; and as such accounting must 
work in harmony with other professions for the purpose of 
guidL~g and aiding management while at the same time properly 
informing and protecting the public. 
Eric J~ Kohler states that it is to the credit of 
accountants that they have recognized in soaring prices an 
.. 22, p. 129 . 
unstable, temporary movement that can be reversed quickly 
and disastrously, as in 1920 and 1929. 
"Depreciation expense is simply the result of the 
allocation of past cost, and no increase in working capital 
directly results from an increase in depreciation provisions. 
Present hi gh pri ces are the end products of inflation and 
not the result of increased costs of plant replacements. 
"Men'a minds as well as prices are infected by 
inflationary movements. 
"Allied difficulty lies in worship of the average--
t he index number method of valuing fixed assets. 11* 
There is a good deal of truth in the above state-
menta, but the fact remains that the situation is such as to 
warrant some relief or remedy. The situation appears to be 
more permanent than temporary and the current trend indicates 
even further inflation. 
"lf . A. Paton writes affirmatively on the question of 
revising depreciation charges on the basis of the current 
price level as an unbiased interpretation of the facts of 
busine s s activities. 
"The point often made in the current discussion by 
proponents of the replacement-cost basis is that deprecia-
tion charges computed in terms of recorded dollar costs 'will 
not pro vide for replacement' of facilities at t he higher 
* 23 , p. 131. 
prices now prevailing. This angle is overemphasized. The 
essenti~l purpose of depreciation accounting is not to 
'provide :funds. ' 
''If replacement cost depreciation were permitted for 
income-tax purposes, as has been widely suggested recently, 
the effect--with replacement coat above recorded cost--would 
be to increase tax deductions and reduce tax payments. 
"The only substantial support for the view that 
deprecia t1 on charges in the income statement should reflect 
current prices, rather than dollars of an earlier vintage, is 
found in the conception of cost as a measure of~ctual economic 
sacrifice incurred and the general thesis that true net income 
cannot ~merge until all actual costs in this sense have been 
deducted. Conventional depreciation charges do not always 
I 
represe?t 'actual cost.' 
"There are a number of possibilities, assuming the 
case for replacement cost depreciation has substantial merit. 
The minimum recognition that should be given to the problem 
is inclusion in periodic corporation reports of a careful 
statement of limitations of net income reported on a conven-
tional basis, under present conditions, and the need for 
retaining apparent earnings in the business, instead of dis-
bursing them as dividends to the extent required to maintain 
the financial strength and scope of operations. 
11Another possibility is the introduction into the 
regular system of accounts of supporting accounting designed 
to place plant accounting and depreciation on an over-all 
replacement cost basis, recorded dollar cost figures being 
retained and the amount of the difference between replace-
ment cost charged to periodic revenue and recorded dollar 
cost applicable to such revenue ( 11 absorbed appreciation••) 
being shown as a final adjustment of net earnings in the 
income statement. This is a compromise. 
"The third possibility is quasi-reorganization--
a fresh start. 
11 In any event there can be no objection to the use 
of special costs computed for managerial purposes that place 
depreciation for particular departments or for the entire 
enterprise on a replacement cost basis. This would be help-
ful in administration even if not reflected in any manner in 
the periodic financial statements to stockholders. 
"Increased depreciation should be preceded by 
adjusted plant costs--accounting should constitute an inte-
grated, consistent scheme of records. 
"Limiting considerations - Adjustments to reflect 
higher prices are no complete remedy for the unstable dollar. 
There mttst be support of downward revisions of depreciation 
charges in periods of falling prices. 
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"There are serious technical difficulties. The 
legal structure (income-tax) is an obstacle. But it i a t ime 
accountants took a more unbiased interest in improving their 
service ,as interpreters of the facts of business act1vi ties."* 
Paton's views are those of many others who see the 
•. 
need for some changes in our depreciation system but who do 
not offer one solution as the only and best solution to the 
problem. Paton indicates a need for some thought, study, 
experimentation and action. 
Maurice E. Peloubet takes a definite stand in 
approving replacement cost depreciat ion providing certain 
measures are taken to insure the validity and reliability 
of the system. He sees the problem as a challenge to 
accountants. 
i 
11 The writer supports the proposition that a depart-
ure from the historical cost basis be recognized as falling 
I 
within the scope of generally accepted principles of account-
ing only when: 
11 1. Based on data which can be objectively tested. 
11 2. Consistently applied. 
11 3. Based on an assumption the validity of Which is 
not open to reasonable doubt. 
114. Some measure of acceptability of the method by 
accountants and govern~ent agencies concerned. 
* 26, p. 118. 
"There is agreement among business men and account-
ants that the rise in prices raises problems in public rela-
tions, employee relations, finance, and cost. 
"Depreciation on cost understates costs and over-
states ~ncome on a current basis. The seriousness depends 
upon the industry. The steel, petroleum, and meat-packing 
industries believe it is a serious problem. The disparity 
in depreciation deductions is very like a capital levy. 
"The solution to the problem of arriving at accurate 
figures is within the bounds of possibility. All the data 
for calculating depreciation of replacement valuation is con-
tained in the books of the company except information to con-
vert cost to present value. This could be the appraisal 
value or an index number. A clear and objective analysis 
and appraisal of replacement depreciation is needed. The 
problem is pressing and offers the greatest present-day 
challenge to accountantse"* 
An engineering viewpoint is given by Grant and 
Norton which is in harmony with that of some accountants 
and opposed to that of others. 
"There has been a blind spot in the thinking of 
accountants and engineers relative to depreciation account-
ing. They have concentrated their attention on the probable 
* 27, p. 123. 
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date of termination of service life of assets and on causes 
which might influence that date and have neglected many things 
which should influence the way in which cost is written off 
even though these things may have no effect on the date of~ 
retirement. 
11 It must be recognized that the depreciation account-
ing problem is fundamentally indeterminate . When accountants 
discuss depreciation in the abstract, they nearly always 
recognize this basic inde~erminateness. Unfortunately, when 
dealing with actual cases, they frequently act as though they 
did no t recognize this. 11 * 
Thomas H. Sanders has a different concept of account-
ing which accepts original cost only when business is free to 
allocate it on the basis of current economic conditions. 
"I do not accept orthodox depreciation in its moat 
restri cted form , but only with considerable latitude in the 
allocation of total cost over the plant life cycle. With this 
proviso, I think that private enterprise may well accept the 
original cost limitation for total depreciation because of the 
greater certainty and definiteness it gives to accounts."** 
A defense of conventional accounting methods by 
Mr. Jarchow in the NACA Bulletin offers methods of safeguarding 
business from inflationary forces within the framework of 
approved depreciation methods. 
* 31, p. 451. 
** 34-, p. 505. 
11 The rapid tempo of inflationary forces in the past 
four years has brought about conditions for which the account-
ing profession has been considered by some people to be at 
least partly responsible. Accounting publications have con-
tained articles criticizing accounting methods, principally 
With respect to inventories and fixed property. 
"We are confronted with various proposals for 
accounting depreciation and some instances in which they 
have been put into practice. There are two difficulties: 
11 1. Replacement of fixed property, if at all, will 
occur many years after provision for depreciation and at an 
unpredictable time and place. 
"2. Fixed property purchased as replacement will 
seldom be exactly as the ttem replaced. 
"Proposed supplementary provisions over conven-
tional charges: 
"1. Adjustments charged to operations as separate 
deductions, apart from conventional depreciation charges. 
"2. Appropriations out of net income, shown at the 
bottom of the income statement. 
"3· Reserve appropriations out of earned surplus. 
11 The first subjects profits to possible manipulation 
and is a source of public distrust. Increasing· depreciation 
charges because replacement costs are up, followed in the 
last few years by some larger companies, and charging profits 
with abnormal construction costs, have tended to decrease 
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confidence in accounting statements, so much so that the 
Securities and Exchange Commission has undertaken to restrict 
the practice. 
"Conventional accounting methods can produce mis-
leading results in inflationary times. The basic responsibil~ 
ity for these economic changes rests entirely with the 
Government. 
11 It is feasible to continue conventional accounting 
methods and still safeguard the well-being of business by: 
11 1. Keeping management aware of the current implica-
tions or reported profits as related to the inflated dollar. 
11 2. Preparing for management proper cost bases for 
selling prices and advlce as to required profit margins. 
'
13. Collaborating with management in the prepara-
tion of clear explanations of the implications of inflation-
ary conditions for annual reports or other media that go to 
stockholders and employees. 
11 The accounting profession should persist in an 
endeavor to obtain liberalization in depreciation rates for 
tax purposes, to be applied within the framework of approved 
deprecia tlon methods. 11* 
The writer takes exception to the statement that 
the responsibility for economic changes causing misleading 
results rests entirely with Government. Most accountants 
would aonsider this a poor excuse for the methods followed. 
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It is, to say the least, a form of wishful thinking and some-
thing for which the accounting profession as a whole has been 
criticized by accountants and others. The solution offered 
by Jarchow, rather than attacking the root of the problem, 
defends . a method which admittedly produces misleading results, 
and attempts to Justify this method by 11 collaborating 11 with 
management. This solution may be of use 'to public account-
ants but seems to be of little benefit to private and internal 
accountants. 
As the final section on principles and theories 
of accounting as they affect the replacement cost deprecia-
tion problem, there is presented the views of D. R. Scott 
in the Accounting Reviewp Mr. Scott's article is unique in 
its approach and is an interesting and enlightening commen-
tary on the accounting profession as well as a source of 
information on the replacement cost problem. 
11 All theoretical formulations, like institutions, 
derive their significance from their contribution to the 
concrete process of human living. Many times in the course 
of the world's history peoples have built up systems of 
law and religious creeds which eventually lose their vitality 
because they lost contact with the concrete, everyday living 
of the peoples concerned. Those legal and religious formula-
tions have developed out of man's expe r ience in which is 
described above as the concrete process of human living. 
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They have remained vital so long as and to the extent that 
they have interpreted and illuminated that experience. 
"But when men in their search for truth have turned 
away from the concrete world of their experience and have 
centered their attention exclusively upon polishing and per-
fecting ,their own formulations, they thereby have initiated 
an atrophy of their ideas. 
''The report of the Committee on Terminology of the 
American Institute of Accountants on Depreciation, dated 
October, 1942, and the definition of depreciation based on 
that report and published in September, 1943, in the Journal 
of Accountancy are open to criticism along the line of the 
foregoing introduction. They confuse an economic fact with 
the process of accounting for it. I~deed they undertake t o 
identify the two. The result is that the concrete phenom-
enon of depreciation drops out of the picture entirely. 
Acceptance of the proposed definition would mean that, with 
respect to the depreciation problem, accounting would lose 
touch with the everyday world of economic affairs in a 
fashion similar to the way in which religious, legal, and 
political systems have so often lost contact with the con-
crete process of human living. 
Kif we define depreciation as an accounting cost 
which is arrived at by the use of methods which do not 
'attempt to measure the exhaustion which actually takes 
place within a given period', we thereby divorce the depre-
elation problem from the everyday world of business exper-
• ienoe in which managerial decisions are made. Unquestionably, 
managements in their selection of depreoia t1 on methods have 
sometimes had purposes in mind other than an accurate aQlcount-
ing for depreciation. 
"The fact that managements have used methods of 
depreciation with different ends in view does not mean that 
the different methods rest upon basically different assump-
tions. Different types of assets used under widely varying 
conditions do in fact depreciate at widely divergent and 
varying rates. The fact that methods which afford such dif-
ferent results continue to survive is due to the wide varia-
tion in ways in which depreciation takes place. The use of 
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correspondingly divergent methods, therefore, indicates an 
attempt to measure actual depreciation rather than the reverse. 
11 If we make a flat statement that depreciation is 
indeterminate and that methods of calculating depreciation do 
not undertake to present actual periodic depreciation, we 
thereby advertise the accountant's ignorance of that tech-
nical familiarity with the conditions under which assets are 
used which business men need and typically do have as a basis 
for their managerial decisions. 
11 A far better statement would be that depreciation 
is determinate within the limits necessary for the selection 
of a proper method of its allocation. It is the responsibility 
of accountants to select a proper method and, if necessary, 
to ad~uat the method selected to any peculiar technical situ-
ation i ~ which the assets to be depreciated are being 
utilized. 11* 
It may be said from the foregoing statements that 
there is no single solution to the depreciation problem. 
The widely diverging views expressed show a considerable 
ack of ,agreement on the best solution. There can be no 
solutioa to a problem when the basic principles on which 
any solution must be baaed are subject to criticism and 
doubt. Naturally, the weight of custom, convenience, and 
experience rests with those who defend the present conven-
tional method of depreciation on original or historical 
cost. For the same reasons, the accounting profession as 
a whole must necessarily endorse such a method. But the 
fact that many individual members of the profession find 
reason to differ with the mathod i s sufficient proof that 
there may be justification for change or at least a 
reappraisal of the facts and serious review of the whole 
problem in the light of recent developments. 
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IV. ECONOMIC CONSIDERATIONS 
Consideration will _now be given economic factors 
which have an ultimate effect on accounting practices and 
which many recognize as a necessary element in the proper 
I 
application of accounting to the transactions of business. 
If we take the point of view of D. R. Scott that deprecia-
tion is 'an economic fact rather than the process of account-
ing for it, we cannot properly discuss depreciation account-
ing without considering the economic aspects of the problem. 
At any rate, it is felt that an impartial analysis of 
replacement cost depreciation should include this aspect 
because ' of the consideration given it by numerous account-
ing authorities. There can be no doubt that business manage-
ment arrives at decisions on depreciation accounting on the 
basis of economic facta. Regardless of other definitions, 
accountlng is, in one sense, an aid to management, and as 
such cannot be divorced from economic facte On this basis, 
econom~cs will be here considered as one of the elements of 
depreciation and the replacement cost problem. 
The relative importance of depreciation as an 
economic factor in business is shown in a statistical study 
by Kimmel. In this study aggregate depreciation accumula-
tions are studied in order to show the importance of depre-
ciation as a source of funds in ·business operations. It has 
been argued by some that the purpose of depreciation is not 
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to prov.\de funds, and Kimmel makes note of this point. How-
ever, depreciation provisions are in one sense appropriations 
of income, even though the depreciation reserve may not be a 
fUnded reserve. Such appropriations are, indirectly, a source 
of fUnds for replacement of assets, and considered as deduc-
tions for income tax purposes, definitely a source of funds. 
"American manufacturing corporations reported accumu-
lated depreciation and depletion of 18.5 billions at the end 
of 1939~ This year was considered significant for reporting 
because : (1) it was the last prewar year in which prices and 
costs were stable and (2) it was unaffected by national 
defense. The aggregate was almost one-half the value of all 
I depreciable and wasting assets before deduction of these 
reserve,s. These were not necessarily funded reserves. 
"The annual depreciation for 1939 was 1.6 billions 
/ o 
of which l. 4 billions were earned. When earned, there is an 
increase in cash or equivalent, which is used for inventories, 
fixed debts, replacing plant and equipment, and new plant. 
"Rising Costs and the Depreciation Principle--For 
manufacturing corporations, annual depreciation may cover a 
substantial portion of current replacements and additions to 
fixed assets. Also, working capital may be built up over a 
period of years and conserved for the purpose of later replce-
ments. Through the flow of funds from the production process, 
there is a link between depreciation and the financing of 
replacements."* 
* 5, pp. 6-10. 
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Further studies by Kimmel show the effect of post-
was prices on depreciation and capital replacements. 
''Effect of Rising Costs - A substantial rise in costs 
distorts the relation between depreciation and the cost of 
capital replacement. The general level of prices is at least 
50% above the prewar level. The war period of rise postponed 
capital replacementsw 
Example 
Before 
Price 
Change 
After 
Price 
Change 
Gross Ipcome 100,000 150,000 
Cost of Goods Sold 80,000 120,000 
Depreciation 10,000 10,000 
To~al Costs 90,000 130,000 
I 
Net Income 10,000 20, 000 
"Net income doubled, gross income has risen only by 
half. ,However, to the extent the depreciation allowance does 
not suffice to maintain real capital, the greater increase in 
net income is unrealistic. Depreciation earned in earlier 
years and reflected in working capital until required for 
replacement has lost part of ita purchasing power. A reduc-
tion in the level of prices and coats would, of course, have 
the opposite effect. But for the near future, the trend is 
definitely in the opposite direction. The same principle 
applies to the economy as a whole. In the long run, deprecia-
tion would gradually adjust t o changes in the price level, 
r - --
through replacements at higher costs which become components 
' 
of the depreciation base. The adjustment of depreciation to 
a higher price level lags behind other elements of cost. The 
maladjustment is in the period of transition. A change in 
the price level has an effect on past depreciation accumula-
tions. As reflected in working capital, cash, securities, 
receivables, depreciation allowances earned in earlier years 
have lost part of their purchasing power. 
"From the standpoint of an individual going concern 
or the total economy, the significance of the depreciation 
I 
allowance extends far beyond the recovery of coat. It is one 
step in a more or less continuous process of adding to work-
ing capital or disbursing funds. For the economy as a whole, 
it is essential that the funds be used to keep the nation's 
capital facilities intact. Following a sharp rise in prices, 
' depreciation based on cost will not suffice for a time to 
meet this fundamental requirement. 11 * 
Kimmel's studies also show a direct connection 
between depreciation policies and business decisions such as 
capita~ expenditures for plant replacement or expansion. 
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11 How Depreciation Policy Affects Business Decisions--
Capital Replacements--Industry continually adjusts to changing 
technology. Financial factors concerning replacement include 
federal income tax rates and depreciation policies. Financial 
* 5, pp. 12-15. 
and nonfinancial factors operate jointly. Considering the 
financial or profit aspect only, an old machine will be 
scrapped when the additional profit from a new one will pro-
vide interest on the unexpired value of the old, together 
with repayment of that value over the expected period of the 
enjoyment of the excess profit. Thus, replacement may hinge 
on depreciation policy. 
"New Undertakings and Plant Expansion--A disparity 
does not exist. However, the decision on expansion is 
affected by a Mreasonable period of recovery of investment,M 
which is in turn affected by depreciation policy."* 
The engineering viewpoint expressed by Grant and 
Norton agrees with the view of Kimmel with respect to busi-
ness de.ciaions and the economy as affected by depreciation 
policy. 
"The present combination of high tax rates and low 
depreciation allowances is creating new influences on busi-
ness decisions regarding plant installation and retirement. 
Many situations exist in which the individual economy will 
operate better if depreciation charges in the early years of 
the life of assets are considerably higher than permissible 
under present income tax regulations."** 
A great deal has been written on the effect of the 
recent rise in the price level on depreciation policies. 
Inasmuch a s monetary values are reflections of the current 
* 5, PP· 33-)S. 
** 31, P•, 451. 
j __ ---
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price level, and the adequacy of depreciation allowances is 
conside~ed by many on the basis of monetary value, it might 
be well to study authoritative statements on this point. 
62 
The question of price ~vel and monetary value is 
very ably expressed by George 0. May in "Financial Accounting." 
"In formulating a statement of principles of account-
ing, it is customary to assume that the monetary unit is sub-
stantially stable in value; but, as Tausig pointe out in 
'Principles of Economics,' it is not universally true, and 
in dealing with any case it is always necessary to consider 
' to what extent the postulate is valid in the particular set 
of circumstances, or how its validity affects the conclusion 
I 
to be reached. 
''Prior to World War I, the postulate was accepted 
in the 'principal countries of the world. Events of World 
War I and postwar developments created conditions in which 
the po~tulate was clearly inapplicable. Substantial deval-
uation in Great Britain and the United States, the concen-
tration of gold in the United States, and increasing accept-
ance of the notion of managed currencies have further 
impaired its validity. Developments of World War II make 
reconsideration of accounting conventions inevitable .. "* 
May further elaborates on depreciation and the 
price level in another chapter in "Financial Accounting." 
* S, p. 1+6. 
"New interest results from the recent rise in the 
price leval and the prospect of further rise. In the case 
of perm~nent enterprises that have matured, annual replace-
ment measured in terms of property will roughtly equal annual 
exhaustion of property. This being so, there is much to be 
said in favor of charging replacements against operations, 
with a ~easonable system of reserves to provide for equaliza-
tion and for cases in which replacements that a re due to be 
made are deferred. The great advantage of such a procedure 
' 
would be that the money expression of the consumption of 
property would be reflected in terms of the current purchas ing 
power of money.u* 
Taylor's book on financial policies discusses 
price levels in relation to rate-fixing of public utilities, 
but the fundamental principle of a stable monetary unit is 
the sam~ as in the case of replacement cost depreciation for 
manufacturing and industrial concerns. Although he avoids 
any decision on the problem of historical or replacement 
cost, he outlines advantages and disadvantages of both methods. 
11 Some authorities, including Supreme Court Justices, 
have held that the value upon which investors deserve a return 
is not the historical cost of the properties (utility) at 
prices originally paid, but rather the reproduction cost of 
similar equipment at prices prevailing when the evaluation 
is made ,(adjusted tor depreciation in proportion to the age 
of the property). 
11 The proponents and opponents of historical and 
reproduction costa have waged verbal and legal battles for 
a half-~entury, and it is not necessary to award a decision 
here. Reproduction cost has the shortcoming of intagibil1.ty, 
in that, unless the property were replaced in original and 
identical form, it would be impossible to determine its cost 
of replacement. The valuation base would be a constantly 
shifting one; it would have to be recomputed with each change 
in the general price level; to adopt it solely would render 
' 
rate regulation virtually impossible. Theoretically, 
investors would be more fairly treated if paid a return 
that was adjusted to the purchasing power of the dollars 
which they have devoted to the public use. 
HAs presently practiced, valuation at original cost 
encourages utility managers to build plants when prices are 
high rather than low. Reproduction cost, on the other hand, 
encourages managers to build plants as efficiently and at as 
low a cost as possible, so that a maximum of physical prop-
erty could be shown at all times. 11 * 
Another commentary on deprec iation and the price 
level is that of James L. Dohr in Accounting Review. 
11 As long as the purchasing power of the dollar 
remains 'stable' no harm is done, but with fluctuations in 
* 13, p. 350. 
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prices, the accounting results are at least incomplete if not 
actually misleading. The accountant's defense in this situa-
tion is largely one of methodology. 
11 If the problem is to be solved, several basic finan-
cial and economic concepts must be clarified. In the first 
place, the relation existing between revenues and what we call 
"costs" must be better understood. It appears next that the 
cost recovery theory of depreciation requires elaboration. 
Finally, our ideas with respect to the measurement of changes 
in price levels must be clarified, and we must have a better 
appreciation of the limitations of price incUces. ~~~~ 
The economic concept of accounting stresses va l ue 
and valuation accounting. The depreciation base · ls consid-
ered in relation to its economic value and the provisions 
for depreciation are thus associated with value rather than 
so many dollars. Value is in turn associated with cost. 
The cost-or-market rule is stressed in this respect, those 
in favor of replacement cost maintaining that historical 
cost is not a universal basis of accounting as evidenced by 
the application of the cost-or-market principle to inven-
tories. It is also argued that value determined by the LIFO 
rule is generally accepted accounting practice and that 
replacement cost depreciation is nothing more than an 
extension of the LIFO rule. 
* 1e, P· 115. 
Thomas Leland in 11 Contempory Accounting 11 states 
that the cost-or-market rule for inventories is a form of 
valuation accounting. "Another example of the same nature is 
the SEC requirement for showing of investments in the balance 
sheet at investment cost. Examples of this nature are suf-
ficient to dispel any notion that cost is a universal basis."* 
George 0. May ties in the principles and postulates 
of a ccounting with the interpretation of cost and value. 
11 The case where value exceeds cost may call for 
different treatment from that in which it is less than cost. 
Acceptance of the postulate of continuity naturally leads to 
emphasis on cost, while recognition of the limited truth of 
the postulate that the monetary unit is stable may lead to 
wider recognition being given to value. 
"When value is in excess of cost, any attempt to 
recognize it in accounting must have regard to the defini-
tion of income as realized gain, to which there are no recog-
nized exceptions in accounting for manufacturing and trading 
operations.''** 
D. R. Scott considers deprec iation cost in terms 
of l oss of value and exhaustion of usefulness as deprecia-
tion based on the same facta but in different terms. 
~In a price system values are in proportion to 
utility or usefulness. Price and value are the terms in 
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which business men conveniently make comparisons and decisions. 
* 6, p. 15. 
** 8, pp. 86-87. 
l 
.--
"When assets are new, business men and accountants 
both appraise them in terms of cost. This is not because 
that cost is significant per se. It is not. The importance 
attached to it arises from the fact that it is a present 
appraisal or evaluation of the total usefulness of the a sset 
in question. The cost new of an asset is a valuation of its 
usefulness just as any market price is such an evaluation. 
"Those who define depreciation in terms of loss of 
value and those who define it in terms of an exhaustion of 
usefulness are of course referring to precisely the same set 
of facts. Those in the first group are content to stop with 
terms of a dollars-and-cents appraisal in which market oper-
ations, business transactions, and the accounting record run. 
Those is the second group appeal to technical serviceability 
of assets which lies back of every market price attached to 
them. They do this in an attempt to avoid the responsibility 
for making monetary values which do not rest directly upon 
business transactions. However, they do not in fact avoid 
such a responsibility so long as they undertake to select 
proper and equitable methods of calculating depreciati0n. 
The appeal to the exhaustion of technical use brings need-
less complexity into use. 
"The endless variety of assets in business use is 
not a constant. New assets and new conditions under which 
old assets are used are constantly arising. If the accountant 
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is to keep abreast of these changing conditions, he must be 
open-minded with respect to the technicalities of calculating 
depreciation . He must be ready to devise new methods when 
needed and to adapt old methods to new conditions. 
ttThe common-sense approach to depreciation views it 
not as an item in the ac counting record but as an objective 
phenomenon--as a change in the value of assets which takes 
place regardless of whether or not it is reflected in the 
accounts . 
"If there is a general price rise and an increase in 
the money value of service to be r endered, this change will 
be reflected in an increased value of the asset. Further 
exhaustion of the remaining service in it will then give rise 
to a different schedule of losses in value. 
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"Moat accountants hold that the calculation of depre-
ciation should be based upon cost and not upon present values. 
The writer is not disposed to argue for the general assertion 
that depreciation should be based upon current value. But he 
is even less inclined to subscribe to the dictum that it must 
always be based upon cost. In the common-sense view, depreci-
ation is an a ccruing loss of value which begins with cost new 
and ends with scrap value at the end of the asset's useful life . 
'
1Too many of the present generation of l.eaders in 
accounting are too much governed by the past general practice 
of the profession. Conversely, they are too li~tle influenced 
by new factors in accounting such as new problems of manage-
ment, the increasing use of statistical methods, and the rise 
of coat accounting. The dictum that accounting is essentially 
a record of historical coats divorces the viewpoint of account-
ing from that of management."* 
Further elaboration on Kimmel's theories of cost 
and value is found in a similar view expressed by May. 
11 In the case of fixed assets having a value that is 
greater than cost, there is no exchange value for such prop-
erty in the sense in which economists use that term, since no 
market for property exists. It the fact that value is higher 
than cost is due to a decline in value of the monetary unit, 
the solution may be to adhere to the cost basis but to accept 
the view that cost must be expressed in a unit that is uni-
form, and adjust the dollar cost accordingly. 
11 Apart from this case, the efforts to find a measure 
of value for fixed property not intended for sale have proved 
unsatisfactory, and the justification of the cost basis rests 
more on the inherent defects of any suggested method of valua-
tion than upon the abstract merits of the cost approach itself. 
There are cases where value is clearly in excess of cost when 
both are measured in terms of the same monetary unit, and the 
question of whether recognition should be given to the higher 
value in such cases should not be decided solely on the 
* 2~, pp. 311-315. 
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grounds of the practical difficulty of measuring value. This 
is particularly true in an economy like ours, in which capital 
gains are regarded as income and capital values are important 
for a variety of purposes, such as taxation and the determina-
tion of the validity of dividends."* 
In "Truth in Accounting" MacNeal urges the u.se of 
economi~ values in accounting as opposed to original cost, 
which he maintains does not property fulfill the purpose of 
accounting. 
"Every accountant should endeavor to use economic 
values as of the date of the balance sheet, expressed in dol-
lars as of the date of the balance sheet. The fallacy of 
using original costs in place of present economic values 
should, be at once apparent. Values should be revised at 
least each year, and should express present economic values 
in terms of present dollars. 
"The replacement cost theory helps in the attempt 
to find an index of value upon which to impute market prices. 
Replacement cost constitutes the best index of economic value 
so far discovered, in the absence of acceptable market value. 
Original cost can only accidently approximate present eco-
nomic value. Mortgagees have long realized that values 
placed by accountants on fixed assets are entirely undepend-
able, and it is almost the invariable rule that an independent 
appraisal of the replacement cost of these assets must be made 
* s, p. ss. 
before a mortgage loan can be consummated. Depreciation cal-
culated on original cost is incorrect, not only with reference 
to the yearly provision for depreciation, but with referenc e 
to the total provision as well. The original cost of an as set 
does not necessarily measure the loss caused by its wearing 
out. The destruction of an a sset may occasion a loss either 
for more or for less than its original cost. If depreciation 
percent~ges are to fulfill their purpose, they must be based 
on values and not on original cost. 11 * 
Canning ' s concept of the economics of accountancy 
holds to the view that original cost is only one form of 
evidence used by accountants. 
"Economists and others have often made the gross 
mistake of attributing to accountants a confusion of cost and 
value, or of identifying cost and value. Others have said 
that accountants adopt cost less depreciation as the measure 
of value. This is much nearer the mark. Modern accounting 
procedure abounds in instances that do not conform to this 
oversimplified description. Cost is only one class of evi-
' denoe considered ; depreciation, however defined and measured, 
is only one class of evidence among many. In a multitude of 
cases, initial values greater than cost are recognized; in a 
like multitude, increases in v~lue are exhibited. 
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"It cannot be truly said that the accountant's rule 
of valuation for assets is cost less depreciation baaed on cost. 
* 7, pp. 112-251. 
It can be said t o their credit that they require to be shown 
cause for departure from it. The value of tangible objects 
in the ~conomist 's sense of the concept is not a matter of 
concern to accountants in all cases. Accountants do not pro-
fess that their values are all capital values in the econo-
mist's sense of the term."* 
Some fairly recent observations on depreciation as 
it is affected by the price level are presented at this point 
because of the significance of current inflationary trends 
and the rapidly changing economic situation. There can be no 
doubt that current trends will have some effect on accounting 
prac tices. 
Reporting in the Journal of Accountancy in 1950, 
W. A. Paton makes note of recent major changes in reviewing 
recorded costs as reflected iri profits. 
11 The obj ect1 one commonly given to revision of 
recorded costs in the face of a major change in the price 
level are reviewed and rejected. Particularly in the case 
of plant, book costs no longer represent 'actual,• signifi-
cant costs, and a s a result, reported corporate earning s in 
recent years are materially overstated and earning rates are 
grossly distorted. In these circumstances, the ~ast a ccount-
ants can do is to facilitate proper cost computation for 
internal managerial use, and encourage the development of sup-
porting statements--including "stabilized" comparative state-
ments~-f'or use in financial reporting. In many cases an 
* 1, pp. 186-317. 
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i 
1ntegr~i ted . . formal adjustment of accounts is desirable, and 
! 
here q~asi-reorganization, or 'fresh start', with capitaliza-
tion of adjustments of stockholders' equity and clear-cut 
I 
measures of earnings in subsequent years on the revised basis, 
offers the most satisfactory mechanism of adjustment. 11* 
Cooper presents some fairly recent statistics in 
support of his contention that original cost is no longer 
equate on the basis of the present price level. 
dOne of the results of the general price rise dur-
ing and following World War I was that many companies experi-
mented ;with the idea of adjusting plant values to conform to 
then c~rrent price levels. Uuring the depression of the early 
thirti~a, most of these plant values were written down again. 
Opinions concerning the wisdom of adjusting plant values to 
reflect profits based on the purchasing power of money have 
never peen uniform. The view of the group who felt they 
should !not be touched was expressed by George 0. May in 
11 25 Ye~rs of Account:lng Responsibility" published in 1936. 
I 
Prevailing opinion following World War II was that deprecia-
tion should be calculated on original costs. This opinion 
was supported by the A.I.A. in Accounting Bulletin #33, 
Decemb~r, 1947, and the S.E.C. and the B.I.R. 
11However, it cannot be denied that for some purposes 
profits based on original costs might be restated. Mr. May, 
in a later book, •Financial Accounting', 1943, expressed a 
... 33, p. 16. 
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somewhat changed point of ' view. Uses for accounting data bet-
ter served by depreciation on replacement values are pricing, 
labor relations, and profit sharing plans. It is assumed that 
plant is to be continued in operation. 
"An attempt was · made to determine what the relative 
depreciation charge for the most recent years would have been 
had it been calculated on the basis of replacement value rather 
than original cost~ The statements of 30 large industrial 
companies with assets exceeding 100 millions were combined for 
1947, ~d 50 such companies for 1948. Replacement values 
I 
were estimated from two series of pri ces from the wholesale 
price index: building materials and metals and metal products. 
The price level in 1947 for the combined series was 63% higher 
than the average for the previous 25 year period, and thus 
depreciation charges on replacement cost would be 63% higher. 
As indicated by the above figures, there would be a 20% reduc-
tion in profits if depreciation were computed on replacement 
costs. This reduction in profits may well account for a major 
portion of the general increase in retained earnings in recent 
years. A similar study of an individual manufacturing company 
indicated depreciation ch~rges based on replacement costa to 
be 50% higher than those based on original coat. 11* 
In support of Cooper, Maurice Moonitz states that 
present price movements create serious accounting problems 
because the precise significance of movements are not . known. 
* 35, p. 1179· 
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"Despite difficulties, certain guides may be formulated. Price 
I 
adjustments related to the movement to new, permanently higher 
price ~evels, are in the nature of capital adjustments, and 
should be so recorded and interpreted.d* 
Some general observations on economic factors, 
including the conservation and impairment of capital and 
the inve stment of capital and reinvestment of retained earn-
ings, are given below in completion of the chapter on 
Economic Considerations. 
Fowler's book on the "Depreciation of Capital" 
stresses the importance of the conservation of capital. 
"Most o~pi-tal goods take a long time to wear out. 
Where the financial period is shorter than the life of cap-
ital g0ods, the problem of providing for renewal arises. 
Accounting expresses in money terms the operations of an 
individual firm. The accountant and ··economist can learn 
f~m e~ch other, even though there is a difference in approach. 
"If the object of making cppropriations from the 
Profit and Loss account for depreciation is to maintain 
capital, there are serious deficiencies in treating the depre-
ciation problem simply as "writing off 11 the original cost of 
the asset. Leake argues that 'depreciation extends only to 
the replacing of the cost of wasting assets requiredv The 
provision is not to cover the cost of future renewals, although 
it will be available to be applied to or towards that cost.d 
If general prices are rising, however, the money value of 
* 24-, p. 14-6. 
capital goods will rise, and capital consumption will occur 
I 
unless depreciation appropriations are increased. 
11 The rate at which capital is 'disinvested' will 
also affect not only the types of capital goods in existence, 
but the rate at which new capital construction takes place. 
The influence of the technical factor of 'depreciation' on 
the scarcity of economic goods is analagoua to the effect of 
I 
prices 1on the immobility of certain factors of production. 
•• If general prices rise 50%, the value of capital 
equ1pm€1nt will rise 50%, though the equipment is the same as 
be f or e . Consequently, during a period of rising prices, 
depre ciation calculated on original cost of equipment i nstead 
I 
of replacement cost will be 1nsuffic.1ent. Profits will 
appear t o be greater than they really are, and capital con-
sumptid ~ will take place. This danger is greater because of 
the a ccounting practice of taking the original cost of any 
equipment and writing it off over the lifetime of the asset. 
The method is safe if prices are stable. The question i s 
I 
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important in relation to Income Tax, in that depreciat ion 
allowaqcee are generally computed on the basis of original cost. 
11 Some form of prudent i nvestment or historical cost 
is the 'eaaiest and cheapes t to administer and is therefore 
suppor ted. In a dynamic world where inventions are taking 
place and demand is changing, valuation on these bases will 
inevitably lead to economic waste. Historical cost allows 
value t o rise and fall with changes in the cost of renewal s , 
although there is a time lag."* 
* 3 ' ' pp. 9-99· 
An article in the Accounting Review by Harvey M. 
I 
Spear considers the conservation of capital while at the same 
time defending original cost. 
11 The crux of the problem is in what is meant by ' con-
servation' for accounting purposes: dollar conservation or pur-
chasing power conservation. Management must conserve both. 
They n~ed not be functions of accounting nor the basic concern 
of accounting . To intermingle the accounting dollar and the 
I 
economic purchasing power dollar results in confusion. Con-
I 
serving capital should not be confu sed with depreciation 
reporting. The accounting profession, as represented by the 
American Institute of Accountants, has long stood for the 
proposition that the sole function of depreciation accounting 
is to allocate cost . The most satisfactory method of showing 
appropriations to cover anticipated higher costs of replace-
ment is to make them directly from ear ned surplus in the sur-
plus statement. 
77 
11 Accelerated depreciation is used by du Pont, Chrysler, 
and U. S. Steel. Such charges based on justificable policies 
of accelerated depreciation for costs actually incurred are 
acceptable under Bulletin 135 of the American Institute of 
Accountantsa But charges to operations based on anticipated 
higher costs of replacement are not in accordance with the 
Bulletin nor with the stated policy of the S.E.C. The problem 
of changing price levels is not included in depreciation account-
ing. Corporate management should make specific provisions to 
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preserl(e the financial integrity of the business in the nature 
I 
of appropriations of earned surplus."* 
Ellis, writing in the Journal of Accountancy, defends 
original cost on the grounds that accounting must conform to 
our present business structure unless given a clear mandate 
to make changes .. 
11 Why stick to the cost basis in accounting when there 
is such insistent demand for depreciation on replaoement cost 
and for economic value statements. Are accountants' misstate-
mente 0f business income responsible for taxing away capital. 
This aathor argues that the cost basis is as much a part of 
our profit system as is the right t o borrow and lend money 
and the enforcement of contracts. The cost basis can be aban-
doned1 and perhaps it should be, but not unless many other 
things : are changed at the same time .. Society must give a 
clear mandate if these changes are t o be made. This it has 
no t yet done, hence accountants have the responsibility to 
produc~ profit figures which are consistent with the rest of 
our bu~iness structure."** 
George Ov May expresses a progressive point of view 
with r~ spect to the conservation of capital. 11 A question may 
be rai~ed whether, from the standpoint of the national economy, 
provisions should be regarded as adequate which do no more 
than maintain a previously existing standard of efficiency 
and production. From the standpoint of the .individual 
* 29, p. 369. 
** 30, p. 4-o. 
producer, acceptance of such a hypothesis would involve disas-
ter. Me must operate on the assumption that we live in a 
world of progress and that maintenance and depreciation mu s t 
not merely conserve an existing standard, but must also 
provide f or the preservation of the same relative position 
in an advancing economy."* 
Finney's views on replacement cost depreciation 
consider the conservation of capital approach but reject the 
views of others that depreciation allowances should provide 
for such conservation. 
"The theory of basing depreciation on replacement 
costs has been advocated by appraisers and supported by many 
accountants. Those who advocate the theory contend that, 
during periods of rising replacement costs, a manufa cturer · 
who is operating fixed assets acquired at less than present 
replacement costs jeopardizes his ultimate working capi t al 
position by basing his depreciation charges on coat. His 
manufacturing cost will appear lower than those of others 
using fixed assets purchased at higher price levels, w1d he 
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may be disposed to lower selling prices accordingly . Such a 
practice gives h1m a temporary advantage in meeting competition. 
This is the argument of a good business man and a poor account-
ant. A good business man knows the selling price must be high 
enough to enable him to buy new equipment when the old is worn 
out; a good accountant knows the original cost of fixed assets 
* 32, p. 341. 
is a sort of definite charge to be written off to operations 
gradually over t~~ life of the assets. To charge operations 
with depreciation on more than cos t is to overstate actual 
expenses. A manufacturer using old, low-cost machinery can 
advance his selling price of products in order to provide for 
replacement of fixed assets, without overstating his actual 
present depreciation and misstating his costa and profits. 
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"Depreciation on replacement cost is also advo cated 
on the ground that it tends to compensate for the fluctuating 
value of the dollar. This argument assumes the major premise 
that the determination of cost should give recognition to the 
changing purchasing power of the dollar. Such a premise has 
never been accepted by accountants; little if any attempt has 
been made to base actual accounting procedures on it, and any 
accountant who undertook, in the determination of costs, to 
give recognition to changes in the purchasing power of the 
dollar would find himself with the Herculean task of ascertain-
ing, on the day of use, what everything acquired at a prior 
date would cost at present prices. And after that work, there 
would .still remain the moot question of whether to use the 
result. Theoretical present price level coats rather than 
historical coats would constitute an adjustment to or a depart-
ure from the cost basis of accounting. 
"Basing depreciation on replacement costs in a period 
of rising prices is also advocated on the ground that -. the cor-
poration is under obligation to prevent impairment of capital. 
However, the legal requirement affecting corporation account-
ing and the maintenance of corporate capital looks only to the 
maintenance of capital in terms of dollars. Capital is not 
impaired if the cost of fixed asset s is absorbed in operations 
by depreciation charges baaed on cost; additional funds 
requir~d for . the replacement of assets at a higher price level 
' I 
can be retained from profits by the limitation of dividends."* 
It would be of little consolation or benefit to man-
agement to inform them that legally their capital is intact 
when they were faced with insufficient funds to replace 
worn out assets at current ly high prices. This attitude is 
unreal~stic and not in accord with the dynamic views expressed 
by others on the problem. 
The observations given above are deemed to be suf-
I 
ficient to show the importance and the validity of economic 
factoris in considering the depreciation problem a s a whole 
and the replacement cost approach. 
* 2, p . 336. 
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V. FINANCIAL STATD!ENTS 
The importance of the effect of depreciation al1ow-
ancea on the financial statements of business firms cannot be 
I 
I 
too strongly emphasized. Financial statements are the media 
through which employees, stockholders, and the general public 
are ac9uainted with the results of business operations and 
I , 
the status of investments and securities. Increasing Govern-
ment c6ntrol and regulation of industry presents serious dif-
I ' ficulties in the interpretation of financial statements~ 
The broad social concept of business and industry presents 
further problems in analyzing the results of business opera-
' 
tiona through financial statements. 
One of the chief criticisms of original cost is 
the disparity in income and profits which results from insuf-
ficient depreciation allowances. The results, as shown in 
financial statements, are the basis for the calculation of 
' I 
Federai and State income tax, the issue of new securities, 
82 
the floating of bonds, and other purposes. It can be seen 
from the above that serious difficulties may be encountered 
unless : general recognition is given to the effect of deprecia-
tion ailowances on f~anc1al statements or agreement is 
reached on a standard procedure which will be adopted and 
applied by business as a whole on a consistent basis. 
This chapter will be devo ted to authoritative state-
menta on the effects of depreciation allowance on financial 
statemients. Although most business firms have done little 
if anything in the way of showing the effects of current 
price levels on financial statements because of the lack 
of official endorsement by the ac counting profession a s a 
whol e , the material which has been written is therefore of 
even greater significance. 
The statements of MacNeal on the profits which 
result from various applications of depreciation provisions 
are made in the light of recent and modern conditions of 
business. 
"Accounting authorities appear to acknowledge in 
theory that every appreciation in the value of assets is a 
profit and that every depreciation in such value is a loss, 
although they are unable to adhere to this theory in actual 
practice. However, all accounting authorities stress the 
fact that the proper valuation of assets is necessary to the 
proper' statement of prof! ts. There is harm done by present 
accounting principles~ If the undervaluation or overvalua-
tion of assets not only understates or overstates net worth 
but understates or overstates profits by the same amount, 
the correct valuation of assets becomes fully as important 
to the correct statement of profi t s as it does to the correct 
statement of net worth. Present accounting principles appear 
to maintain that unrealized losses on current assets are 
losses (lower of cost or market on inventories ) , but that 
unrealized l os ses on fixed assets are not losses. The effect 
of this incongruous situation is to misrepresent both net 
worth ~nd profits whenever unrealized losses on fixed assets 
exist. With the advent of modern conditions, accounting 
author~ties have apparently felt the need for justifying 
methods of valuation whi ch were apt to be so widely at vari-
ance with the facts. 
I "The arguments used have ranged from purely theore-
I 
tical ones to practical arguments based entirely on exped-
iency. , The theoretical arguments most often advanced hold 
I 
that original cost values are real values from the standpoint 
of a g6ing concern, or claim that the undervaluation of assets 
I 
and consequent concealment of unrealized profits is •conserva-
tive' ~nd is often an aid to the management of a business . 
The pr~otical arguments commonly point out the expense and 
I 
1 impra.c ticabili ty 1 of determining economic value a. The . 1 going 
concern ' theory seems reasonable, logical, and true, although 
it con~ains a fallacy. It was originally a sensible, neces-
I 
sary working hypothesis. The chief present fault is that it 
I 
has be~n distorted to make virtue out of necessity and has 
become a defense for misrepresentation."* 
In the same volume, MacNeal ties in his statements 
on valuation with their effect on financial statements. 
"Today the most important security holder in modern 
business is the small uninformed security holder who virtually 
did not exist when the present principles of accounting 
originated. 
* 7, pp. 4-o-46. 
"Because accountants and laymen allow their minds to 
leap from an economic concept of value to a psychological or 
philosophical concept, meaningless, misleading financial state-
ments are possible. Balance sheet and profit and loss state-
ments purport to state values. In order to fulfill their pur-
pose, ~hey must state economic values."* 
I 
1 The statements of George 0. Maw indicate both the 
shift tn emphasis on different financial statements and the 
I 
effects of depreciation allowances on such statements. 
11Now that the main emphasis has shifted from the 
balance sheet to the income account, the effect of a change 
I 
in.the ivalue of the mone tary unit on the balance sheet is 
not the major question to be considered. The problem is to 
determine the form and content of the income account in such 
I 
a way as to indicate as fully as possible ita real significance. 
"Primarily the accounting for fixed assets should be 
based 0n cost, but perhaps the strongest argument in favor of 
this procedure is the difficulty and uncertainty that is 
I 
encoun~ered in determining value. Therefore, where, despite 
these difficulties it is clear that the existing value is 
' 
markedly at variance with a book value determined on the basis 
of cost, it should be regarded as permissible and in some 
cases desirable to recognize current values in the books of 
account and in financial statements prepared therefrom. When 
it is said that accounting should be based on cost, the 
* 7, PP• 82-85. 
implication is merely that cost should form the starting point 
for th~ determination of the sum which the property shall 
I 
be carried. 
''The first World War brought wider recognition of 
the importance of depreciation accounting in the determina-
tion of income."* 
Moonitz also stresses the importance of financial 
statements ln reporting accurate income and profit. 
11 The importance of the preservation of national 
asset ~alue is underlined. The balance sheet is an important 
element in income measurement. The present tendency toward 
secret ~ reserves in the balance sheet leads to a .distorted 
picture of the rate of return enjoyed by a concern when its 
I 
reported net profits are compared with reported capital 
invest~ent. "** 
Kimmel devotes considerable space in his book on 
"Depreciation Policy and Post-War Expansion" to replacement 
reserv~s and suggested methods of the use of such reserves. 
i 
His suggestions are outlined here as possible solutions to 
the replacement cost depreciation problem or at least a 
basis for arriving at some solution. 
"A special replacement reserve is advocated to 
account for the cost of capital replacement. When used in 
conjunction with the depreciation reserve, the bas i s for 
credit s to the replacement reserve is the difference between 
' 
* pp, .1+ 7-127. 
** 24, p9 14-6. 
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the es~imated replacement cost and the cost of assets currently 
in use. Reserves for the express purpose of covering increased 
I 
I 
replacement cost are now established by many companies--one is 
the Anniston Manufacturing Co., Anniston, Ala. Reserves for 
I 
higher postwar needs were created by many firms. Higher 
replacement costs are one of the ,many factors taken into 
account in creating them. Neither are allowed as deductions 
for tax purposes. The peak demand was in 1942 fo r tax-free 
I 
reserves, but the demand was never adequately considered. 
''Sui table deductions in addl tion to depreciation are 
advocated, restricted to not more than one-half the regular 
' 
I depreciation allowance on·assets acquired during the early war 
years and not specially amortized . The tax-free credits would 
be used in eight to ten years. 
11 Reasons for tax-free replacement reserves : 
''1. Portions of capital may in effect be taxed in 
income .~ 
11 2. Not possible to guard against rising costs in 
war years, as purchasing was restricted. 
11 3. No likelihood that the present level of costs 
will recede in the near future. 
"Because of the increased coats of capital replace-
menta and additions, current depreciation allowances on assets 
acquired before the war generally do not suffice to cover 
equivalent replacement. Similarly, depreciation allowances 
for e~rlier years reflected in working capital have lost a 
portio~ of their purchasing power. The relation between 
earned i d<4' reciation and replacement is distorted. Net income 
is overstated by the difference. 11* 
The consensus of opinion of the above writers seems 
to be that there is a marked disparity between earnings · 
reported in prewar years on the basis of a stable monetary 
unit and earnings reported today on the basis of current 
price levels and the inflated dollar. This rests on the 
assump~ion that no provision ls made for reflecting present 
replacement costs in the financial statements. 
* 5, p. 50 . 
VI. LEGISLATION AND REGULA'I'IONS 
Although it is recognized the Federal income tax 
regula~ions generally accept depreciation allowances based on 
original cost only, as has been pointed out by Sweeney in 
11 Stabil1zed Accounting, .. 11 in the long run, however, tax require-
. menta tend to yield to current accounting practice. 11 - U. s. 
Income Tax Reg. 7~, Art. 322.* In recent years there has been 
considerable pressure for new income tax legislation which 
would allow tax-free credits to offset present replacement 
costs. There is no doubt that there would be more widespread 
adoption of replacement cost depreciation if income tax laws 
permitted full deduction for such a llowances. The lack of 
such legislation, however, has not prevented some authorities 
and bu~iness firms from using replacement cost or similar 
deprec~ation a llowances if only for managerial and internal 
contro~ and clarification of financial statements. 
Some accountants are of the opinion that certain 
Government regulations such as hose of the Securities and 
Exchange Commission are not necessarily correct or proper 
but follow those of other Government regulatory bodies or 
conventional practices prescribed by professional a ccounting 
organizations. At any rate, legislation and regulations are 
difficult factors to overcome in advancing radical changes 
from conventional and generally-accepted accounting practices, 
and this fact is considered a major obstacle . 
tt 12, p. ~5. 
May states that new interest in the question of 
I depreciation was aroused by enactment of the first corporate 
I 
exclse ltax in 1909 and the subsequent adoption of the income 
tax amendment to the Constitution and the first income tax 
law in 1913.* 
Kimmel recognizes the obstacles to be overcome in 
securing new legislation but proposes certain changes in the 
Depreciation policy of the Bureau of Internal Revenue as 
follows: 
1. Large initial depreciation. 
2. Accelerated rates on new investment. 
3. Greater taxpayer discretion in determining 
depreciation allowances.** 
I 
The adherence to governmental policies even in the 
face o~ reasonable doubts is pointed out by Saliers. 
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11 The Treasury Department adheres to the theory that 
depreclatlon allowances should be just sufficient to afford 
replacement at original cost of investment and not at some 
greater or lesser cost which may have been necessitated by 
changing prices. This might be termed the 'investment theory ' 
of depreciation as distinguished from the 'utility theory' 
which is based on the assumption that the replacement to be 
provided by depreciation reserves is one which is not of 
equal costJ but one which is of equal uti lity. Although 
accountants are divided in adherence to these methodsJ 
* gJ p. 126. 
** 5, !?· 50. 
91 
it seems that the majority of practitioners as well as theorists 
adhere to the theory followed by the Treasury~* 
Philip Donham takes the opposite point of view in 
an article in Accounting Review when he recommends a new program 
if the Revenue Department fails to give management fr~edom of 
choice in using its own judgment. 
11 If the Revenue Department is unwilling to give manage-
ment freedom of choice in using its own judgment on depreciation 
allowances, then and only then, I would offer a substitute plan. 
This plan would tie depreciation allowances into new capital 
investment. Such a program might require that over any five-
year period (possibly ten-year)· the amount of money charged as 
depreciation allowanc e by a corporation be either (a) spent on 
new equipment or (b) returned to stockholders as a refund of 
capital. 11** 
Thomas H. Sanders takes exception to Government 
regulations based on generalities as applied to individual 
cases. 11 Government regulation has made use of accounting rules 
adopted in a private economy for the assistance and guidance 
of business administration free to exercise a wide discretion, 
and has converted them into rigidities in which there is no 
free play or adaptation. These regulations, based on vague 
general concepts, have been substituted for executive judg-
ment in the treatment of individual cases."*** These views 
are held by both accountants and management. 
* 10, p. 224. 
** 194 p. 417. 
*** 3 J p. 505. 
A brief history of the development of the deprecia-
tion policy of the Bureau of Internal Revenue, as outlined by 
Kimmel in "Depreciation policy and Postwar Expansion", shows 
the arbitrary methods sometimes used in promulgating official 
regulations and the basis for criticism of regulations . 
11 Statutory authority was expressed in general terms. 
From 1918 to 19~2 the income tax law provided for 'a reasonable 
allowance for the exhaustion, wear and tear of property used 
in trade or business, including a reasonable allowance for 
obsolescence." The key to the policy up to 1934 was the state-
ment that ' while the burden of proof must rest upon the tax-
payer to sustain deductions taken by him, such deductions will 
not be disallowed unless shown by clear and convincing evidence 
to be unreasonable. 1 - BIR, Reg. 74 & 77, Art. 205. 
11 A change in the law in 1932 provided the remaining 
basis for property at any time should be reduced by deprecia-
tion 'to the extent al J.owed (but not less than the amount 
allowable) for prior years.' - Rev. Act of 1932, sec. 113 (b) 
(I)(B); 47 Stat 201. 
''There was a change in policy in 1934--major features 
since are substantially unchanged. In 1933 a preliminary 
report of the subcommittee of the Committee on Ways and Means 
recommended for 1934, 1935, and 1936 deductions for deprecia-
tion and depletion be reduced by a flat 25%. It was estimated 
this would bring an increase of 85 millions in annual revenues. 
The Treasury Department was not impressed but offered the plan 
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accepted by the Committee with the provision that depreciation 
I 
I be decreased 1 so that for the remaining life of the assets, 
deprec+ation will be in effect reduced to the extent that it 
may ha~e been excessive in prior year. 1 The burden of sus-
taining deductions was placed squarely upon the taxpayers. 
The indeterminate nature of depreciation received almost no 
I 
' 
recognition. Beginning with 1934 depreciation allowances on 
many taxpayers were reduced on the ground that they had been 
excessive. In determining the correct amount, the Bureau 
proceeded on the basis of questionable assumptions. Effects 
of the policy were not reflected until 1937. The marked 
I 
decline in the price level may have been the occasion for the 
I 
I 
reexam+nation of depreciation policy in 1933-34. 
I 
~Effect s of 1934 Change - From the standpoint of 
I 
busine~s operations, the final tax liability was uncertain. 
I The adverse effect on capital expansion at the time was essen-
' 
tial. iThe new depreciation policy, only one of several inter-
I 
related phases of tax policy , acted as a brake on capital 
I 
expansion. There were some immediate gains in revenue, but 
no rea~on to believe the original goal of 85 millions a year 
was attained.. F'or the period since 1934, the net effect was 
I 
a loss 'in revenue: (1) Lengthened depreciation periods lowered 
the tax base for war years, when high rates prevailed, and 
offset immediate gains of the 1930's. (2) Increase in net 
income in 1930's increased excess profits credit. (3) Deterred 
investment and adversely affected revenues ."• 
* 5, pp. 16-27. 
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Although statements and bulletins of committees of 
profesif11onal organizations are not legally enforceable or 
mandat9ry, they represent the views of the accounting profes-
sion a~ a wb.o.le and are generally followed in practiceG For 
this reason such pronouncements are included in this section 
I 
on leg+sla.tion and regulations. 
The two statements below represent attempts by the 
profes$1on to clarify the depreciation problem and also show 
I 
the in9reasing interest in the problem. 
I 
Statement by the Executive Committee of the Amer i can 
Accounting Association on "Accounting Principles Underlying 
Corporate Financial Statement: 
"Factors of production of an enterp:-ise are measured 
at the date of acquisition by costs incurred for amount s 
I 
invested and at later dates by the balances of costs incurred 
after taking into account the effects of operations and other 
subsequent events~ 
"The coat principle should ,be applied ,with enough 
I flexibility to meet business and financial needs under a ll 
ordinary circumstances. A marked change in the value of money 
might impair the usefulness of cost records: however, such 
changes in price l evels as have occurred in this country dur-
ing the last half century have afforded insufficient reason 
for the adjustment of asset values. 
"The adoption of the cost principle eliminates the 
heterogeneous results of accoun ting practices which have 
permitted periodic revaluation of assets, up or down, in 
I 
I 
accordance with current price levels and temporary business 
developments. The history of coat and cost amortization con-
95 
I 
stitutes an essential starting point 1n financial interpretation. 11* 
The above sta t ement was made in 1941 and can be com-
pared with Bulletin No. 33, 1947, by the American Institute of 
I Accountants, to show increasing acceptance of the effects of 
I 
curren~ price levels on depreciation allowances as shown by 
Excerpts. Accounting Research Bulletin No. 33 - 11 The American 
Institute of Accountants' committee on accounting procedure has 
I 
I 
given extensive amnsiderat1on to the problem of making adequate 
prov1s~on for the replacement of plant facilities in view of 
recent ~ sharp increases in the price level. The problem requires 
consideration of charges against current income for depreciation 
I 
of facilities acquired at lower price levels. 
"When there are gross discrepancies between the cost 
and current values of production facilities, the committee 
believes that it is entirely proper for management to make 
annual appropriations of net income or surplus in contempla-
tion of replacement of such facilities at higher price levels. 
It has been suggested in some quarters that the prob-
lem be met by increased depreciation charges against current 
income. The committee does not believe that this is a satis-
factory solution at this time. 11** 
-n- 204 p. 134-. 
** 1 ' p. 267. 
VII. CURRENT PRACTICES 
As h~s been pointed out before, most business firms 
have been reluctant to depart from original cost depreciation 
because of depreciation policy of the Bureau of Internal 
Revenue as evidenced by income tax laws and the stand of the 
accounting profession as a whole as set forth in Bulletins 
and statements. The statement of the Assistant Comptroller 
of the General Electric Company below is typical of the atti-
I 
tude of business towards the problem. Certain industries, 
however, have been more seriously affected than others. This 
96 
is true of the steel and petroleum industries which represent 
large c,api tal investments and high proportions of fixed assets .. 
These ~ey industries would naturally be the first ones to be 
expecte:d to take any concrete action in an attempt to remedy 
the ef~ects of current price levels on depreciation policies. 
The problem is considered serious enough by certain business 
I 
firms to warrant departure from the generally-accepted prin-
ciple of original cost depreciation or at least some modifi-
cation ~f its application. 
The writer attempted to obtain information on depre-
ciation policies from 25 manufacturing firms in key industries 
which w'ere considered to be most seriously affected by the 
current depreciation problem. Although the firms contacted 
responded to inquiries 100%, a study of the material submitted 
by them indicated only five firma which had recently adopted 
policie's other than standard original coat depreciation or 
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modifications of original cost in an attempt to meet the current 
I 
depreciation problem. The firms adopting such policies, how-
ever, are considered to be leading or pace-setting firms; and 
the material obtained from them in considered to be fairly 
representative of current practices in industry and indicative 
of the ,policies which would be followed in the event that Gover1~ 
I 
mental recognition of the problem resulted in a more liberal 
deprec~at1on allowance under the income tax laws or the account-
, 
ing profession recognized replacement cost depreciation as a 
generally accepted accounting principle. 
The results of the survey are outlined below in the 
i 
f orm of summaries of the policies of those firms which made 
changes in their depreciation policies on the basis of recent 
changes in price levels and the current inflationary trend. 
The statements of officers of the firms before various groups 
such as Congressional Committees and professional organizations 
are included in such summaries as representative of the policies 
I 
of the firms by w~ich they are employed. 
CHRYSLER CORPORATION 
Annual Report, ~ - Total depreciation charged to 
cost and expense 1n 19~9 was $19,~~~,233, including $6,715,959 
of accelerated depreciation taken in pursuance of the policy 
adopted in 19~7 whereby depreciation is taken 1n the early years 
of use at an accelerated rate.* 
* 37 
E. I. DU PONT DE NEMOURS & CO. 
Annual Report, ~- Current construction costs are 
believed to be excessive. Therefore, effectlve January 1, 1947, 
the Company is setting aside out of Net Operating and Other 
Income a rese rve for construction costa in the year incurred. 
As the plants come into operation, depreciation is provided at 
normal rates on the gross amount of plant cost.* 
Annual Report, 194S - In 1947 the Company made pro-
visiom for excessive construction coste in the amount of 
$20,900 ,000. When certifying the financial statements, the 
independent public accountants took exception to this deduc-
tion, stating "In the latter part of 1947, the American Insti-
tute of Accountants' Committee on Accounting procedure pub-
lished a statement in which it said 'the committee disapproves 
immediate wrlte-downs of plant cost by charges against current 
income' in amounts believed to represent excessive or abnormal 
costs occasioned by current price levels.'" 
There is disagreement among accountants concerning 
the principle of providing a reserve for excess costs i~ the 
year construction expenditures are made, and the SEC has 
declined to accept an annual report in which a provision for 
such costs 1s charged against current income. 
With the concurrence of independent public account-
ants, the Company has adopted a policy effective from l/l/4S, 
I 
under which the cost of postwar constructed facilities is 
I 
* 3S. 
99 
... .., -
being depreciated at accelerated rates during the early years 
of production when their economic usefulness is greatest . L~ 
consequence, the 194g provision for depreciation and obsolescence 
includes $17,915,g21 accelerated depreciation. The amount of 
accelerated depreciation has not been deducted in computing the 
provision for Federal taxes on income. The reserve for exces-
sive construction costs set aside in 1947 is being held intact. 11 
Annual Report, 1949 - Many of the Company •s plants 
and facilities were built before the recent war when construe-
tion costs were considerably lower than those of post-war 
periods. This investment is carried on the books substantially 
at cost. If operating investments were stated at estimated 
present replacement costs, the return on investments for post-
war years would be substantia lly less than as shown. 
The 1949 provision f or depreciation and obsol ecence 
includes accelerated depreciation.** 
GENERAL ELECTRIC COMPANY 
Letter from G. W. Marsh, Asst. Oomotroller - 1/9/51. 
Our depreciation is based on historical costs and, 
as outlined in our annual 10-K report to the SEC, at rates in 
line with those shown in Accounting Manual of the National 
Electrical Manufacturers Association. 
As you know, we are required to use historical, rather 
than replacement co sts for Federal tax purposes, The public 
accountants also are on record as a profession in favor of 
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' historical costs. Until such time as these two groups permit 
' 
use of : replacement oosts in arriving at net income, I feel that 
regardless of the merits of the situation, the increased depre-
I 
elation which results from the use of replacement values repre-
sents largely an earmarking of the surplus account. It is 
good to know that the subject is continuing to r eceive thought 
and st\ldY because it is only by this mean.s :that we will develop 
some objective standards for translation of current book profits 
into more realistic income figures.* 
GENERAL MOTORS CORPORATION 
Annual Report, ~-Beginning as of January 1, 1947, 
provis~on has been made for extraordinary obsolescence of 
buildings. For the year 1947, the first year of substantial 
production with new faoll1ties, thi s provision amounted to 
I 
$11, 781,664 .. 
With respect to machinery and equipment, it ha s been 
deciaed to reinstate, as of 1/1/47, the practice in effect 
prior ~o 1/1/45 of accruing depreciation on machinery and equip-
ment regardless of whether the age of any individual unit in 
I 
servic~ exceeds the estimated average useful life upon which 
the group rate of depreciation is based. 
In the opinion of management this additional provi-
sion is required because of tl~ large increase in the machinery 
and equipment account in the relatively short period since the 
end of hostilities creating additional uncertainties.** 
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Annual !!!J2or t, 19.!!-8 - Since the end of the war the 
need for additional capital in business has been great. Machine 
I 
tools ~nd other equipment cost about two-thirds more on the 
average in 194?5 than before the war. Building construction 
costs have about doubled. The increased capital needs, both 
for plant expenditures and working capital, have required 
reinvestment in the business of relatively high proportions of 
earnings . 
There was no change during 1948 in deprec iation rates 
or in the Corporation 's policy with respect to provision for 
I depreciation and obsolescence .* 
Anny!!_re£Qrt, ~~- Expenditures f or real estate, 
plants and equipment, including special tools, were $442,955,735 
I 
in excess of the amount of depreciation and amortization pro-
t 
vided~ I In order to meet the increase in capital needs, it was 
necessary not only to obtain new capital, but also to retain in 
I 
the business a much higher percentage of earnings than prewar.** 
REPUBLIC STEEL CORPORATION 
An_gyal~~Q!"!.L_1.9~.9. - The net income for 1949 was 
favored by reduced charges for depreciation and depletion. 
I 
The ch~rges for normal and accelerated depreciation vary with 
rates of operation for the year in accordance with an estab-
lished formula. 
Costs of replacements and renewals continue much 
higher than depreciation charges.*** 
:* 4t+. ' 
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Adg~s by Cw M. Wh1t~~-Pres!~ - Figures call atte~ 
t ion t 9 the inadequacy of our pr sent methods of figuring depre-
c1at1o~. The question of plant inveament, or replacement costa 
I 
and depreciation constitute one of the most important problems 
which oonfront industrial management today. This is because 
wrapped up in the problem are sales prices, determination of 
costa, ' income taxes, and the preservation of the stockholders' 
investment. 
Earnings are being reported, income taxes paid, and 
dividends disbursed in amounts whi ch do not recognize the pres-
ent cost of replacing plant and property, nor the adequate 
I 
depreciation of these values. This can mean only one thing--
, 
the investment of the corporation and plant is being liquidated. 
When tax laws and regulations recognize only original cost of 
plant ~nd not present value in the determination of current 
depreciation, the tax is not an income tax but an assessment 
on capital. 
The sUbject has had the a ttention of investors, 
bankers, industrial management, and independent accountants. 
I 
While I am pleased with the recognition given to the problem, 
I have been surprised by the divergence of opinion of many 
leading accountants. M. E. Peloubet, a distinguished member 
of the accounting profession, has written an excellent discus-
sion on the subject of replacement depreciation. Mr. Peloubet 
states, "When the machinery cannot be replaced by t~e money 
set aside by depreciation, we know that we have been taxed on 
capital." 
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In our own Company, Republic Steel, we have recog-
nized the problem. In 1947 we set up a provision forthe excess 
cost o~ replacement of four million dollars. Our independent 
auditors, Ernst and Ernst, stated in their report that, "While 
realizing such treatment of this item is not in accordance with 
generally accepted accounting principles, we recognlze that 
' 
companies in the steel industry, as well as those in other 
industries where large plant inventories are required, face a 
serious problem in this connection, ru1d if construction costs 
remain at present levels, they will be required to retain large 
amounts from thei r net income or from special charges of this 
nature to maintain their relative position. It therefore fol -
lows that while it is necessary under present accounting pro-
cedures for us to take the exception indicated, from all other 
viewpoints it appears to us that the treatment ac corded the 
item is fully justified and proper. 11 
Carman G. Blough, Division of Research, American 
Institute of Accountants, in his address before the NICB, 
opposes the charge of these replacement costs to current 
income. This conforms generally with the opinion of the Com-
mittee on Accounting Procedure's statement issued October, 1947, 
Mr. Blough's position, as I understand it, is largely on the 
basis of consistency in accounting procedure--that is, unless 
all companies adopt a procedure for providing for these excess 
replacement costs, the financial reports of leading corporations 
would be misleading. 
I am in complete accord with that statement but 
from a wholly different viewpoint. I believe consistency 
in corporation accounting procedures is desirable, but I 
also believe that it is better to be right than consistently 
wrong. In my opinion, it is of far greater importance that 
the real truth concerning property accounts be made public 
than to follow consistent reporting based on an accepted 
accounting standard. 
We must have a recognition of common sense as well 
as practical accounting procedure. The final solution may 
come from change in the law by Congress but cannot be fully 
effective until the Internal Revenue Bureau changes it view-
point and realistically faces the matter from the standpoint 
of equity and its effect on the income of the country, on 
employment, on encouragement of new capital investment, and 
conservation of risk capital and investment funds. 
In my opinion, if accounting has become so involved 
with technicalities that, on one hand, it minutely checks 
inventories, verifies cash funds and other items on the bal-
ance sheet but, on the other hand, fails to disclose the real 
facts in regard to depreciation and property values, it falls 
far short of accomplishing the purpose of correct accounting. 
Remember the facetious statement about another profession- -
"the operation was successful but the patient died."* 
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REVERE COPPER AND BRASS 1 INCORPORATED 
Annual Report, 1948 - The depreciation charged in 1948 
in the Company ' s income account was $1 ,617,601.03. The com-
pany's charges for depreciation have consistently been based on 
cost to the Company of ita plant. Since a large portion of the 
Company ' s plant was acQlired at times when coat levels were 
substantially lower than present day costa, such depreciation 
is inadequate to provide for replacement . 
Because of fluctuating coats and uncertainty of 
future cost trends, management has found it impossible at this 
time t d appraise with any degree of accuracy the amount which 
I 
would be required to replace 1ts plant. The management has 
therefdre not attempted to substitute for the present depre-
elation reserve a reserve based on estimated cost of replace-
ment and has not provided any special or additional reserve 
out of current income to provide for the increase in the cost 
of such replacements. 
Nevertheless, the inadequacy of the Company's depre-
ciation reserve to replace its plant must never be lost sight 
of, and management and stockholders must continually bear in 
mind both that the deficit will have to be made up out of 
accumulated earnings and that no provis i on therefor has been 
made in Income Statements of the Company.* 
Annual Report~ 1949 - Net earnings have been deter-
mined in accordance with normal accounting procedures, which 
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require deprec iation charge s to be based on cost to the Company 
of its plant and equipment. However, with today ' s cost of 
replacing buildings and equipment several t1.rnes the original 
cost of such facilities, normal annual depreciation charges are 
insufficient to provide for replacement of the facilities as 
they become worn out or out of date. If recognized accounting 
procedures are followed, thia difference i n cost must be pro-
vided by retaining an equivalent amount from the earnings. 
Only in this way can the facilities and assets be maintained 
at the same level of productivity . * 
UNITED STAT.E:S STEEL CORPORATION 
Annual Report, 1941. 
Chairman ' s Report - In 1947 U. s. Steel derived a 
return of 7.4% on ita investment. The investment on which this 
return is computed is based on book values far below present 
replacement coats. The above-mentioned income for 1947 reflects 
a cost of $26.3 million for the year covering wear and exhaus-
tion of facilities in addition to a coat of $S7.7 million for 
such wear and exhaustion based upon original cost of facilities. 
This additional cost, although not presently deductible for 
income tax purposes , represents the judgment of management of 
U .. S. Steel as to what is advisable in view of greatly increased 
present costa of facilities over original cost of facilities 
which are to be replaced. 
Financial Summary - Real Costs - The extent of real 
costs may be seriously obscured in periods of rapidly rising 
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or falling wages and prices. Failure to establish and record 
rea.l c6sts in such periods weakens and may ultimately destroy 
the ability of business to continue its Job of providing prod-
ucts and services for exchange. The period of 1940-47 has been 
one of such marked increases in wages and prices. 
The cost of replacing existing tools and additions 
to plants and facilities continues to increase. For example, 
a new cold reduced sheet mill, authorized late in 1945 at an 
expenditure of $25,250,000, is currently estimated to have a 
final cost of $43 ,220,000, or 71% more than planned. Such 
additional amounts for replacement, required to be spent if 
production is to be sustained, must be recorded as a cost of 
doing business if overstatement of profits and dissipation of 
capital are to be avoided. 
An accepted procedure for determining the cost of 
short term inventories is the last-in-, first-out method. This 
method recognized fluctuations in t he purchasing power of the 
dollar by reflecting current costs of employment and purchases--
whatever the price change--in the coste of products currently 
sold. It became a generally accepted accounting practice, 
legislatively recognized for tax purposes. many years after 
the heavy inves tmen t losses experienced following world War I--
a previous period of marked price changes. 
u. s. Steel in 1941 substituted the LIFO method of 
determining the cost of its maj or class of inventories. 
Believing that the same principle of recording the coat of 
1og 
short-term inventories consumed is applicable to remrding the 
cost of long-term inventories consumed (wear and exhaustion of 
I . 
machinery, plants, and mines), U. S. Steel in 19~7 increased 
I 
its provision for wear and exhaustion from $87.7 million based 
i 
on original cost to $11~.0 million, or by 30%. This was a step 
toward stating wear and exhaustion in an amount which will 
recover in curren t dol~s of diminished buying power the same 
purchasing power as the original expenditure.. This added 
I 
amount is carried as a reserve for replacement of properties. 
The 30% increase was determined partly through 
experienced cost increases and partly through a study of con-
struction cost index numbers. The use of index numbers for 
cost p4rposea gained recognition early in 19~7 in a Tax Court 
decision in Hutzler Brothers Co., Petitioner vs. Com. of Int. 
Rev., Respondent. Although this case deals only with costing 
short-term inventories, the principles set forth are just as 
appl1c$ble to long-term inventories. 
While awaiting accounting and tax acceptance, U. S. 
I Steel believed that it was prudent for it to give some recog-
nition , to these increased replacement costs rather than to sit 
idly by and witness unwitting liquidation of its business. 
The discovery and measurement of real costs are not the end 
of the story. Knowing costa and covering costs are not the 
same thing.. It is the balancing of real coats with competi-
tive prices that determines whether production in the end is 
to walk in step with the depreciation of the dollar. 
Statement of Income shows "Wear and Exhaustion of 
Facilitiesu in two amounts (1) Based on original cost and 
(2) Added to cover replacement cost. 
Statement of Financial Position shows plant and 
equipment less depreciation based on original cost.* 
Annual Report, 1948 
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Chairman's Statement - Wear and Exhaustion- The prin-
ciple of providing additional depreciation based on the increased 
costs of replacement was continued during the first three quar-
ters of 1948. In view of the continued increase in the cost of 
goods and facilities during 1948, the additional charge for wear 
and exhaustion was advanced, effective as of Jan. 1, 1948, to 
60% of depreciation based upon original cost, because the 30% 
initially adopted was not sufficient to cover the true cost of 
property currently consumed . 
In the release of the accounts for the third quarter 
of 1948, it was stated that, in view of the position taken by 
the American Institute of Accountants and discussions between 
the Corporation and the SEC, further study was being made in 
an effort to agree upon principles and practices satisfactory 
to the Commission for determining and reflecting added costs. 
u. s. Steel believes that the principle which it 
adopted in 1947 and continued in 1948 is a proper recording of 
wear and exhaustion of its facilities in terms of current dol-
lars as distinguished from the dollars which it originally 
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expend1d for those facilities. However, in view of the dis-
agreement existing among accountants, both public and private, 
i 
and the stated position of the American Institute of Accountants, 
which ;s supported by the SEC, that the only accepted accounting 
principle for determining depreciation is that which is related 
to the actual number of dollars spent for facilities, regardless 
I 
of whe~ or of what buying power, U. s. Steel has adopted a 
methodof accelerated depreciation on cost instead of one based 
on purchasing power recovery. This method is made retroactive 
t o Jan. 1, 1947. The amount of accelerated depreciation for 
I 
the year l94S is $55,335,444, including a deficiency of 
$2,675,094 in the amount reported in 1947 as depreciation 
added to cover replacement cost. Such accelerated depreciation 
is not , presently deductible for Federal income tax purposes. 
Statement of Income - Wear and Exhaustion shown as 
one amount. 
Statement of Financial Position - Plant and Equip-
ment less depreciation adjusted to include reserve for rephce-
ment or property. 
Note to Plant and Equipment Account - The accelerated 
depreciation is applicable to the coat of postwar facilities in 
the fi~st few years of their lives, when their economic useful-
ness i :s greatest. The amount thereof is related to the excess 
of the current operating rate over U. S. Steel's long-term 
average rate of 10% of capacity. The accelerated amount is 
10% ofi the cost of facilities in the year in which expenditures 
111 
are made and 10% in the succeeding year, except that this amount 
is reduced ratably as the operating rate may drop, no accelera-
tion being made at 70% or lower operations . The accelerated 
depreciation is in addition to normal depreciation on such 
facilities, but total depreciation over their expected lives 
will not exceed the cost of facilities. Such accelerated depre-
ciation is not regarded as deductible for Federal income tax 
purposes.* 
Annual Report, 19~9 
Financial Summary - Modernizing and Replacing Facil-
ities- u. S. Steel ' s expenditures for properties have been 
far more for modernizing and replacing its facilities than for 
expanding its basic capacity. 
u. S. Steel believes that a manufacturer should be 
able to recover out of receipts from customers, through depre-
ciation and through income remaining for reinvestment, after 
equitable dividends , amounts sufficient to replace and keep 
modern his plant and equipment so as continuously to retain 
his productive capacity on a competitive basis. By deprecia-
tion is meant depreciation on either a replacement or an accel-
erated basis whereby sufficient dollars are recover ed currently 
to provide the same purchasing power as so- oalled normal depre-
ciation dollars commanded when they were initially expended . 
It is only for expanded capacity that there is justi-
fication for borrowing or new capital. Under present taxing 
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pol1c1~s, it is difficult to adhere t o this principle, because 
the Government taxes as profit at 4o% the difference between 
deprec~ation on original cost and depreciation calculated on 
either a replacement or an accelerated basis. As a result, 
many companies have found it necessary to borrow merely to 
replace facilities which are wearing out 1 thereby diluting the 
equity 'of present investors. 
Cash recovered through depreciation deductions is 
used primarily for replacement purposes, and that, together 
with any earnings that are reinvested in modern property, plant 
and equipment, provides jobs, a high standard of living, and 
national security in case of emergency . 
The treatment of depreciation in the Financial State-
ments of 19~9 was the same as in 19~8 . * 
TestimonL.Qf_];nde!:JL.Yoor.l1ees ... Chairman..~. Finance 
Committe~ - The problem is first one of assigning to each 
accounting period the portion of the facility's total phy s ical 
I 
or economic usefulness that has been used up in that period; 
and it , is, second , the putting of a dollar figure- -a cost 
figure--against that experienced diminution in that facilityts 
total asefulnesse The easiest way of doing this is to refer 
back to the number of dollars spent for the facility, that is, 
I 
to the original cost. This is perfectly valid and no quarrel 
can be found with it so long as one very important but too 
often forgotten fact is remembered. It is, that annual cost 
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is actually the original year ' s dollars--not necessarily any 
other year ' s dollars- -and that should be emphasized. If the 
dollars are different, then there is no more validity in the 
dollars counted currently than in a proposition that because 
a twenty- year facility formerly cost 1000 Ameri can dollars, 
its present annual usage equals 50 Chinese dollars . 
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When the buying power of the dollar is subject to 
marked change, the.n a blind adherence to original cost results 
in gross over- or understa tement of depreciation cost, hence 
in gross over- or undercalculation of income taxes and al so 
to managements ' s gross, if unwitting, self- deception and public 
misrepresentation. Saddest of all, it can promote a hidden 
erosion of the nation ' s tools of production. 
The item, "Added to Cover Replacement Cost", on 
u. S. Steel ' s income statement is designed to restore realism 
in the measurement of depreciation cost in the light of the 
dollar debasement transpiring between the time facilities were 
originally purchased and current accounting periods. In account-
ing terminology it is equivalent purchasing power that is to be 
"recovered in deprecia.tion" rather than an equivalent number 
of dollars. 
I can understand the Committee 's very serious inter-
est in proper accounting for the coat of tools of production 
consumed , for the present non-recognition of part of that cost 
in computing taxable income means that the Federal Government 
itself is participating in and even forcing the erosion of the 
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nation ' 'a tools of production.. More than that, those who would 
avoid that eroslon in the management of their own enterprises 
are compelled not only to provide against it~ dollar for dollar, 
but fon every dollar of disallowed cost they must find an 
additional 67 cents for the Government in taxes .. * 
Addr~§.!L£LRob~_!; 9.::._:fyso_g~sista!!.LQQ.!!!Q~roll~r­
Management vs. Accountants - The conflict is this: The managers 
of business must always be gauging the future; but the account-
ant, o~ the nature of his duties, is ever recording the past. 
Here is the future versus the past--a fundamental gap to be 
bridged. My plea is that it is the accountant's opportunity 
and obligation to do his share in building the bridge. The 
accountant should seek always that the history he records may 
helpfully guide the future but never blindly rule it. 
Costing Depreciation - I would judge there is fairly 
general agreement that under recent inflationary conditions 
the amounts considered to be a normal allowance for wear and 
exhaustion of tacilities-- depreciation--have not been suffi-
cient to replace facilities as they wear out , and thus that 
there has been something wrong with strict adherence to this 
practice. The real disagreement is, 11 What do do about 1t'? 11 
With rising replacement costs following V-J day it 
became evident that merely to replace plant, not to expand it, 
required many more dollars than were being recovered through 
depreciation provisions. It was suggested in some quarters 
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that this was a normal situation in a period of rising prices, 
not a cost of the current period, and that it could be handled 
by pointing out the reasons why reported profits were not 
available for distribution to stockholders. 
As against this non- coat theory there was the atti-
tude that expenditures necessary merely to maintain existing 
facilities could be considered in no light other than as costs 
of the period in which the facilities were consumed. One 
expression of this attitude was found in the purchasing power 
recovery theory--the recovery of sufficient dollars currently 
to provide the same purchasing power that the normal deprecia-
tion dollars commanded when they were initially expended. This 
method counts as a cost the current dollar valuation of plant 
consumed in producing a cur rent product. It thus closely 
approximates for long-term inventories the (LIFO) theory for 
short-t erm inventories. 
Another approach implementing the attitude that 
physical depreciation coats should be given current do.llar 
recognition was the accelerat ion method. Under this method 
new facilities are depreciated rapidly in the early years of 
their lives, when the economic usefulness is deemed to be the 
greatest. This procedure adheres to the long-established 
principle of baaing depreciation on original dollar coat. It 
is an accepted accounting principle, but it is not yet accept-
able to income taxing authorities. Accordingly, it is neces-
sary to earn approximately $1~70 to have one dollar to cover 
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the accelerated depreciation cost. This situation should be 
remedied in our income tax laws as it already has been abroad. 
The acceleration method and the recovery of purchas-
ing power method are not as far apart nor so far away from the 
11 LIF0 11 method as might at first seem to be the case. This is 
because the acceleration method serves to weigh more heavily 
the over-all depreciation coste with the capital goods prices 
of the more recent periods. Both methods thus recognize the 
current dollar value of facilities consumed currently and so 
provide through costs the allowance necessary to permit replace-
ment at present high prices of the facilities which are wearing 
out.* 
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VIII. EVALUATION ru~D CONCLUSION 
The widely divergent opinions and the various solu-
tions found in the course of this analysis leads the writer to 
the conclusion that there are basic and fundamental differ-
ences and disagreements which must be resolved before a course 
of action can be taken in solving the depreciation problem. 
The fact that a serious problem exists cannot be 
questioned~ Even those authorities opposing replacement cost 
depreciation agree on this fact. They further agree that the 
continued use of original cost depreciation will not solve 
the problem but that it is necessary as being in conformity 
with the cost recovery concept of depreciation and generally 
accepted principles of accounting. Their argument is that 
the problem is not one of accounting but rather one of man-
agement, and that cost recovery should not be confused with 
accounting for economic values. Other accountant s do not 
accept this as a valid argument, contending that accounting 
does not accomplish its purpose if it fails to recognize 
economic values in a going concern. Thus, in the first in-
stance there is disagreement not only on the responsibility for 
the existence of the problem but also for the solution of it. 
The writer agrees with the latter view that the 
accounting profession must recognize and attempt to solve 
the problem if it is to accomplish its purpose in the busi-
ness world. Accounting is considered as a means to an end 
rather than an end in itself and as such must be considered 
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a part of and an aid to management. In this respect, the prob-
lems of management are the problems of accounting. It is not 
to be construed that accounting should abandon its principles 
and blindly adhere to the wishes and desires of management . 
Accounting must also consider its responsibility to employees, 
stockholders, and the public. But where a legitimate problem 
exists which directly or indirectly affects business and the 
public alike, it is the responsibility and the duty of account-
ing to work in harmony with others in the solution of that 
problem. 
In this connection, the economic nature of the depre-
ciation problem is brought to light. Replacement cost depreci-
ation necessarily involves economic concepts of the measurement 
of depreciation allowances and the 11 value'1 of the depre ciation 
base. Here again, the writer believes, as pointed ou t above, 
that the accountant cannot divorce himself f rom the economist 
when he is dealing with the materials, dollars, and facts 
which constitute our business economy. It is true that the 
economist ' s approach will be different from that of the account-
ant, but they can work together and they can help each other. 
Business 1 tself, transa.c.tions of which the accountant is 
recording, is performing an economic function, and the account-
ant is a part of that function . I t is difficult to see how 
such important facts can be overlooked or ignored in adherence 
to rigid and unrealistic principles and practices. 
r 
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Consideration of conflicts over principles and con-
ventions of accounting leads one to the belief that a restate-
ment of principles is necessary in the light of ever-changing 
conditions ln the business world. Certain cardinal virtues 
such as consistency must never be abandoned, but consistency 
in the wrong direction is another thing. Two wrongs do not 
make a right, and to be consistently wrong is no virtue. 
The principles and conventions of accounting were 
formulated and developed under extremely different conditions 
and for entirely different purposes than those which control 
today~ Depreciation was a relatively simple problem in the 
days before the corporate form of enterprise came into being 
and be fore income tax laws were enacted. We live in a changing 
world~ times change, and conventions change with them. The 
extent of the change must be in terms of current, practical 
usefulness in order to be of the most benefit. 
The cost basis of acoounting is predicated on the 
assumption that the monet.!lry unit is stable . History, par-
ticularly during the periods following World War I and World 
War II, indicates that this assumption may not be valid. Wide 
fluctuations in price levels such as the current inflationary 
trend result in misleading financial statements unless meas-
ures are taken to correct them.. The argument here is that 
there is ample evidence and supporting data on which to con-
sider the case rather than generalities and assumptions which 
may not be correct .. 
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Various approaches to the problem are based on dif-
ferent 'interpretations of the factors involved. There seems 
to be as much difference of opinion over interpretations of 
definitions, values, and theories as there is over principles 
of accounting. As a matter of expediency and practicality, 
those accountants favoring replacement cost depreciation or 
a similar method base their interpretations on current condi-
tions and needs while those favoring original cost deprecia-
tion base their interpretations on the wording of principles, 
rules, and regulations and past experience. This indi cates a 
need for a reappraisal of all the factors involved. 
One important aspect of the problem is its effect 
on capital and investments. While the depreciation contro-
versy goes on, the disputed conditions continue in existence 
and in their ultimate effects. The seriousness of the situ-
ation, of course, is a matter of opinion, and management will 
naturally presen,-; the problem to ite own best advantage. 
Another important aspect of the problem is its 
effect on income, dividends, and financial statements. This 
is a matter of concern to everyone , for most people are 
affected directly or indirectly, either as employees, stock-
holders, consumers, or t~xpayers~ 
The most serious drawback to the adoption of replace-
ment cost depreciation in place of original cost is the leek 
of favorable F'ederal tax legislation. As suggested by some 
accountants, replacement cost or a similar method could be 
used for internal control purposes; but since the primary purpose 
, 
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o f a new depreciation policy is to preserve capital by means 
of inc reased tax-free deductions for depreciation, most firms 
are reluctant to make any change if this cannot be accomplished. 
The opposition of the American Institute of Account-
ants to replacement coat depreciation naturally prevents its 
use in business. This body is considered as representative of 
the accounting profess ion and ita policies are followed by man-
agement and accountants~ Governmental regulatory bodies place 
great weight on its pronouncements as was shown by the action 
of the Securities and Exchange Commission in refusing to accept 
financial statements of the U~ s. Steel Corporation using the 
replacement cost method of depreciation. The action of the 
SEC wa s based on a Bulletin issued by the Institute. 
There have been numerous proposals for the solution 
of the depreciation problem- -replacement co at , accelerated 
depreciation~ special reserves, direct appropriations of sur-
plus, and variations of these methods. The r e have been both 
criticism and approval of replacement cost depreciation and 
numerous arguments for and against the method. There is no 
doubt that there is considerable disagreement among leading 
authorities on the merits of the method and on the whole depre-
ciation problem. Back of the controversy, there is disagree-
ment over the fundamental principles and concepts of account-
ing, and the interpretation o: the rules and regulations 
promulgated by professional accounting organizations which 
are carried out in practice. 
It is the opinion of the writer that depreciation 
allowances calculated on the basis of original cost do not 
adequately or accurately reflect the results of business 
operations under prevailing price levels and present infla-
tionary conditions. It is further concluded that there is a 
need for replacement cost depreciation or some similar form 
of depreciation allowance which would accomplish the above 
purpose. 
It is felt that a reexamination and reappraisal of 
the principles and practices of accounting in the light of 
present conditions is necessary to the solution of the 
depreciation problem. 
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